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Montgomery’s Federal Taxes— 
Corporations and Partnerships— 
1949 - 1950 


od Robert H. Montgomery, Conrad B. 

faylor, and Mark E. Richardson. The 

RoNALD Press Company, New York, N. Y., 

1950. Two volumes, pages: ix + 977-800. 

$20.00. 

Frankly, despite the value of the text of 
these two volumes, almost everyone who has 
been familiar with them over the years looks 
forward with especial pleasure to reading 
Colonel Montgomery's Preface to each year’s 
edition as it appears. 

This vear the Colonel offers a real treat— 
he will send a free copy of all his prefaces 
for the past thirty years if sufficient interest 
is evidenced to justify him in reprinting 
them. Such a collection will present a vivid 
history of the demand for tax reform, the 
recurring promises and excuses of Congress, 
and the unfailing failure to comply with these 
promises. 

These volumes of Montgomery which are 
welcomed every year, have matured greatly. 
They have grown and changed with the years 
yet they have retained their essential charac- 
teristics so thoroughly that each year’s edition 
adds to rather than differs from the previous 
one. The reader will, of course, find in this 
new edition all recent rulings and decisions 
with respect to the topics covered therein, 
as well as the pertinent earlier rulings and 
decisions still in effect. 

An extremely valuable feature of this work 
is the fact that the decisions and rulings 
which are cited therein are either concisely 
and accurately summarized or preceded by 
a statement of the principle for which the 
case or ruling stands. In addition, the text 
is helpfully written under topical and sub- 
topical headings. This treatment of the cases 
and of the text enables the reader to under- 
stand readily not only the fine point of the 
law but the “over-all” picture as well. 

Locating information with respect to a par- 
ticular tax problem is greatly facilitated by 
a complete general topical index; an index 
of decisions cited, and by various tables which 


are contained in each of the volumes. The 
whole work is so logically arranged that it 


is very convenient to review the entire topic 
which contains the detailed question under 
study. Corporate distributions, recognition 
of gain or deductions for compensation 
(including pension trusts, annuities and de- 
ferred payment plans) are but a few of the 
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loss, 


general subjects which the reader will find 
to be most informative. 

It is believed that the greatest value to be 
derived from this text is that from it the 
reader can most conveniently obtain the 
benefits of thirty years of study and experi- 
ence in every phase of corporate taxation. 
Containing, as it does, invaluable expressions 
of viewpoint and innumerable suggestions 
regarding the best methods of procedure in 
dealing with tax problems, this work offers 
to the experienced practitioner as well as to 
the beginner the benefits of the research and 
experience derived from practice in that field 
since the income tax law was first enacted. 

A brief but comprehensive summary of 
major developments and important decisions 
in the field of Federal taxation during the 
past year will be found in the foreword by 
the authors. 

Pau. D, SEGHERS 

New York, N. Y. 

Montgomery’s Federal Taxes—Estates, 
Trusts and Gifts (1949-50) 


By Robert H. 
Wynn, and G. 


Montgomery, James O, 
Harold Blattmachr. THe 

RoNALD Press Company, New York, 

Y., 1950. Pages: x + 1145; $12.50. 

This perennial handbook, encompassing 
within its scope all the estate and gift tax 
provisions of the Internal Revenue Code 
as well as those pertaining to the income 
taxation of estates and trusts, continues 
to be required reading for all practitioners 
in this field of taxation. 


lhe provisions of the Technical Changes 
Act of 1949, which followed the decisions 
of the Supreme Court in the Church and 


Spiegel cases, as well as the amendments 
effected by the Tax Administration Act of 


1949, have all been interpolated into the 
text: likewise, all important discussions 
and rulings, particularly those “which 
deviate from, or indicate a trend away 
from, previously generally accepted doc- 
trines, which are in conflict with other 
cases or the announced position of the 
Treasury Department or which in the 


opinion of the authors are unsound or 
questionable.” 

The arrangement of the work remains 
unchanged and includes: 

Part I—Methods of Estate Distribution 


II—The Income Tax on Decedents, 
Estates and Trusts 
(Continued on page 135) 
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YOUR CLIENTS MAY 
APPRECIATE GETTING 
THIS INFORMATION 


CORPORATION OFFICIALS frequently 
face the problem of investing surplus funds, 
reserve funds, trustee funds, funds for de- 
preciation, reserves for taxes, etc. They 
look for: 1. security of principal—2. avail- 
ability —3. reasonable return. 


YOU'LL FIND ALL 3 in a Corporate 
Fund Account at NINTH FEDERAL. 
Each Company is insured up to 
$5,000 by Federal Savings And 

oan Insurance Corporation. Sav- 
ings dividend rate has never been 
less than 2% per year, credited 
semi-annually. To conserve sav- 
ings dividends upon funds with- 
drawn before end of dividend pe- 
riod, passbook loans are available. 


FOR FURTHER INFORMATION, 


ask for Folder CP-1. Phone or write 
Edgar R. Tostevin, Treasurer. 


| NINTH FEDERAL SAVINGS & LOAN ASS’N 


1457 BROADWAY e. 
} WIsconsin 7-9120 ° 


ACCOUNTANTS 
UP 1 20% SAVINGS 


FOR YOU AND YOUR CLIENTS 
ON 


AUTO & TRUCK INSURANCE 


V savings in advance! 


TIMES SQUARE * 587 7th AVENUE 
Open Monday-Thursday to 3; Friday to 6 





PEIRCE 


DICTATION SYSTEM 
with the sensational WIRE-O-MATIC CARTRIDGE 








} V non-assessable mutual! 
Busy accountants dictate after working hours. Your 
secretary can type full time. No overtime costs! 

The Peirce Dictation System can take your dictation 
easier, faster and more accurately due to push button 
control, cartridge load and finer fidelity. 

Lowest cost of operation—same cartridge can be re-used 
thousands of times. 


V rated A+ by “Bests” 


Call or Write for Quotation 


MARTIN BERNSTEIN accent 
23 W. 45th St., New York, N.Y. 
LUxemburg 2-1930 Ext. 610 


FARM BUREAU MUTUAL AUTO INS, CO. 
HOME OFFICE COLUMBUS, OHIO 


With the Peirce, Your Initial Cost Is Your Final Cost 


Phone or write for free demonstration 


J. J. CONNOLLY, INC. 


460 10th Avenue New York 18, N. Y. 
CHickering 4-5000 




















When writing to advertisers kindly mention Tut New York Certiriep Pustic AccouNTANT. 
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BUSINESS AND PERSONNEL OPPORTUNITIES 


Help Wanted: 
Situations Wanted: 
Business Opportunities: 


20¢ a word, minimum $5.00. 
10¢ a word, minimum $2.00. 
15¢ a word, minimum $3.00. 


Box number, if used, counts as three words. 


Closing Date—15th of month preceding date of publication. 





BUSINESS OPPORTUNITIES 


HELP WANTED 





Mail and Telephone Service: Desk provided 
for interviewing. $5.00 per month. Directory 
Listing. Modern Business Service, 505 Fifth 
Avenue, New York (42nd Street). 





Devaluation—New Low Prices 
Opportunity for Office Equipment 
Salesmen 
World famous Calculating and Adding Ma- 
chines, made in Sweden, superior in design 
and performance, now offered at drastically 
reduced prices. Available from stock. If 
interested in promoting these machines, write 
Room 501, 210 Fifth Avenue, New York 10, 

N. Y. 





Los Angeles, California C.P.A., member 
State Society, AIA, NACA desires to expand 
practice by correspondence or association with 
New York firm. Replies confidential. Box 
235, New York C.P.A. 





C.P.A., 35, with moderate practice, seeks 
affiliation with overburdened practitioner ; 15 
years heavy, diversified experience ; energetic, 
personable. CI 7-6320 or HO 8-0061. Box 
236, New York C.P.A. 





Practice Wanted 
C.P.A., Society member; many years repu- 
table practice; desires to purchase moderate 
accounting practice or individual accounts. 


Box 238, New York C.P.A. 





For Sale 
2,000 Business cards including case $4.00, 1,000 
engraved (plateless) $4.00, 18 styles. Chart 
and samples: Forman, Box 303 A, Jamaica, 


New York. 
134 


Instructor in Accountancy; excellent op- 
portunity. Address Box 243, New York 
C.P.A., stating qualifications. 





SITUATIONS WANTED 





Tax Consultant—Attorney 
Specialist, experienced in every phase of tax 
planning; highly successful record on protests 
and briefs in intricate tax cases. Interested 
in working arrangement with accountants. 
30x 239, New York C.P.A. 





Attorney, experienced, high references, wishes 
equitable, mutually beneficial association with 
accountant(s). L. Friedland, 1475 Broadway, 
N. Y. 18 or BA 4-3097. 





Society member, C.P.A. since 1937, available 
full or part time, excellent experience: audits, 
taxes, special investigations, cost and produc- 
tion control, systems installations. Box 240, 


New York C.P.A. 





CARA; 
with small and medium-sized clients. Avail- 
able about ten days monthly to overburdened 
practitioner. Object is eventual partnership 
by contribution of capital and modest prac- 
tice. Box 241, New York C.P.A. 


fifteen years diversified experience 





C.P.A., Society and Institute member, 30 
years varied experience. Now engaged in 
commercial research. Available for temporary 
engagements as in-charge or assistant on 
audits, special investigations or bank work. 
Per diem basis. Box 242, New York C.P.A. 
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Book Reviews 
(Continued from page 132) 
II1I—The Estate Tax 
I1V—The Gift Tax 
Indexes. 

The typography and the method of in- 
dexing and cross-indexing continue, as 
heretofore, to make this book a highly 
useful tool. 


EMANUEL SAXE 


Case Studies in Auditing Procedure: No. 7 
—A Grain Company 


American Institute of Accountants, New 
York, 1949. 58 pages, 50 cents; 25 per cent 
reduction for orders of 25 or more copies 
special price of 25 cents per copy to ac- 
counting students enrolled in recognized 
colleges cr schools. 


This is the seventh of the studies sponsored 
by the Institute’s Committee on Auditing 
Procedure. Like each of the others, it de- 
scribes the auditing procedures followed by 
one practicing accountant in a particular en- 
gagement. The Committee points out that the 
procedures “may be applicable only due to 
particular circumstances surrounding the 
examination ” Readers are advised 
that “alternative procedures might conceiv- 
ably have been used to accomplish the general 
audit objectives.” 

The pattern of the case studies is the 
covering of “an entire examination selected 
by the author from a case within his own 
practice.” Actual procedures are described 
despite the possibility that an author might 
feel “upon reconsideration and with the bene- 
fit of hindsight” that certain changes in the 
program might have been preferable. 

As to the size of the company under re- 
view—it owned or leased four terminal 
elevators and approximately seventy county 
elevators. A closely-held corporation, the net 
worth of approximately two and a quarter 
million dollars was vested principally in four 
officer-stockholders. 

The study is presented under the following 
captions : 


History, nature, and organization of the 
business 

Hedging 

Major accounting and operation policies 

Preparatory planning of work 

Internal control and routine 

Audit procedures 

Client’s written representations 


In the section, “Preparatory planning of 
work,” the participation of partner and 
supervisor is outlined. Also included is a 








BUSINESS LOANS 





e Accounts Financed 
e Orders Financed 
e Machinery Loans 
Merchandise Loans 
e Purchases Guaranteed 
e Special Propositions 
Simple financing arrangements for Manu- 
facturers and Wholesalers . . . $1,000 to 
$100,000 ... a complete financing program 


that is convenient, inexpensive and good 
business. 


Majestic Factors 


Corporation 


175 Fifth Avenue at 23rd Street, New York 
Flatiron Building e¢ Algonquin 4-8161 











¢. P. A. 


An Outstanding firm of Public Accountants is 
looking to fill a PERMANENT position as their top 
senior. He must be heavily experienced in super- 
vising audits, and should have worked for firms 
employing between 30 and 100 staff men. Must 
have been recently in such a capacity with a com- 
parable CPA firm. Desirable age 35. Salary $8,500. 


ROBERT HALF PERSONNEL AGENCIES 


NEW YORK: 140 West 42nd Street (Suite 300) 
QUEENS: 25-15 Bridge Plaza North, L. I. City 











APPRAISALS 


Made by qualified experts in all lines 


1 SUANDARD APPRAISAL COMPANY 





most useful guide (on page 20) in the form OSTO ; 6 CHURCH STREET ee 
of a tabulation showing the approximate PHILADELPH NEW YORK, N. Y. ST. LOUIS 
percentages of staff audit time applied to 
(Continued on page 137) 
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BURNING QUESTIONS 


Late at night, some men do their hardest 
worrying. Each thought glows like the burn- 
ing end of a cigarette. Chain-thoughts like: 

“How am I doing my job? Have I reached 
my top? Are my best earning years numbered? 


“And how will that affect my other job—as 
husband, father, family provider? Will I be 
able to do the things we’ve planned? What 
about college for the children? And our home 
—will I always be able to meet payments?”’ 

Every man has to ask himself these ques- 
tions. And not till he finds the right answers 
will the worry about the future cease. 

One fundamental answer, of course, lies in 
a systematic plan of saving—one that builds 
soundly for the years ahead. 

U.S. Savings Bonds offer one of the simplest, 


most profitable ways of saving ever devised. 

There is the Payroll Savings Plan—an auto- 
matic system that tucks away a part of your 
earnings each payday into U.S. Savings Bonds. 
Bonds that pay you back four dollars for every 
three, after ten years. 

If you’re not on a salary, there’s the equally 
convenient, equally profitable Bond-A-Month 
Plan at your bank. 


U. S. Savings Bonds are one of the wisest 
investments any man can make. They cushion 
the future—while you sleep! 


AUTOMATIC SAVING JS 
SURE SAVING 
U.S. SAVINGS BONDS 


Contributed by this magazine in co-operation with the Magazine Publishers of 
America as a public service. 


When writing to advertisers kindly mention Tue New York Certiriep Pustic AccouNTANT. Mari 
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Book Reviews 


(Continued from page 135) 


each of the sixteen subdivisions of accounting 
work—from planning to execution—making 
up the engagement. 

The audit procedures are described in con- 
siderable detail under these classifications: 
Sales and revenues; Accounts receivable; 
Costs and expenses of operation; Inventories; 
Segregated customers’ margin accounts; 
Property accounts, depreciation, and main- 
tenance; Other assets; Prepaid expenses; 
Cash; Liabilities; Capital stock and surplus. 

A Flow Chart of Grain Movement (page 
22), which also indicates the documents in- 
volved, aids the reader in following the system 
of internal control. 

This study, like the six which have pre- 
ceded it in the series, is unquestionably use- 
ful to the profession and to students of ad- 
vanced accounting. 

Leo RosENBLUM 


The School of Business and 
Civic Administration 


The City College of New York 


Lasser’s Business Tax Handbook 
(Third Edition) 


By J. K. Lasser. StmMonN AND SCHUSTER, 
New York, N. Y., 1949. Pages: xxxii + 
792; $5.00. 

The 1949 edition of this famous Handbook 
should be in the possession of every practicing 
accountant who may be called upon to counsel 
his clients on tax matters (incidental to the 
preparation of tax returns, of course). The 
foregoing endorsement is not intended to im- 
ply that ‘the more than 10,000 practical ideas 
contained in this handbook will help the ac- 
countant to do extended research in the field 
of taxation, for admittedly this is not its pur- 
pose. As a reference book for the tax 
practitioner the handbook is of somewhat 
limited value, since it does not cite cases or 
specific sections of the law, although most 
paragraphs are keyed directly to the appli- 
cable section of the Regulations; further, 
certain of the recommendations contained 
therein undoubtedly would require extensive 
research in order to determine the limitations 


to be set on such suggestions. However, in 
view of the wide-spread circulation of this 
manual, the practicing accountant will no 
doubt find himself confronted by many ques- 
tions and new ideas which his clients have 
acquired as a result of reading various sec- 
tions of the book. 


With the author’s usual thoroughness, he 
has organized into twelve extensive chapters 
almost all questions of taxation bearing on a 
business, from the moment that the venture is 
conceived in the minds of its organizers up 
through the time that it is laid to rest. 

Inasmuch as the handbook is intended for 
the businessman and the layman, it would 
probably be helpful if the cross-referencing 
from one section of the book to another were 
to refer to pages rather than to chapters; the 
problem of finding the specific point of refer- 
ence is made particularly difficult when it is 
noted that a single chapter may run to 116 
pages. Also, the inclusion of tables of cor- 
porate and individual income tax rates would 
prove helpful to the reader. 

It is believed that the Handbook will be 
valuable to accountants and tax practitioners 
in helping them to anticipate and meet the 
problems presented by clients who have read 
the book. 


New York, N. Y. 


ABRAHAM J. BRILOFF 


Survey of New York Law (1948-1949) 


Contained in the December, 1949, issue of 
the New York University LAw QUARTERLY 
Review. (Volume XXIV, Number 5.) 
New York, N. Y.; pp. 965-1370, inclusive. 
Three dollars for this issue; five dollars 
per year. 


This is the third volume in the annual 
series surveying New York law. It contains 
a comprehensive analysis of all statutes and 
decisions from June 1, 1948, to May 30, 1949. 
Its structure remains unchanged: there are 
seven parts, including chapters on State and 
Local Taxation, Trusts, and The Law of 
Succession, which will be of particular inter- 
est to accountants. This reviewer found the 
volume well worth reading. 


(Continued on page 190) 
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HERE'S HOW NATIONAL MECHANIZED ACCOUNTING CAN HELP KEEP YOU WITHIN YOUR BUDGET* 


# 


This one National machine handles every accounting job in *Get this FREI 
page booklet, “Hi 


your office. Removable form bars enable the operator—ina ‘Axvegs 9 q Save Money on! 
matter of seconds—to change from one posting job to another. (A Accounting,” 
. your local Nati 

No matter what the size or type of your business, National a representative 
can cut your accounting costs. The savings in time and PA sot pg br or 
labor often pay for the entire installation the first year, then Ny) 
go on paying you a handsome profit. 

There’s a National for every accounting need. See for 
yourself how they improve working conditions and cut clerical 
costs. Let your local National representative show you how 


much can be saved. No cost or obligation, of course! 


THE NATIONAL CASH REGISTER COMPANY 


ACCOUNTING MACHINES 
CASH REGISTERS * ADDING MAC 


When writing to advertisers kindly mention Tue New York Certiricn Pustic Accountant. 
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The Fundamental Logic of Primary 


Variance Analysis 
By LAwrENCE L. VANce, C.P.A. 





OST accountants are well agreed 5 
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that standard cost techniques rep- 
resent the best opportunity to achieve 
cost control without excessive expense. 
One prerequisite of an effective stand- 
and cost system is the analysis of vari- 
ations between actual and standard 
costs which will permit management 
to ascertain the causes of aberrations 
and to fix responsibility. However, the 
formulas which are given in standard 
textbooks for variance analysis repre- 
sent conventional, rather than logical, 
analysis to a considerable degree. This 
situation is unfortunate in four re- 
spects : 


1. It prevents the student who is 
learning variance analysis from 
proceeding on logic alone, a situ- 
ation which is always confusing 
and (deservedly) grounds for 
suspicion of a method. 

2. It prevents the practicing cost ac- 
countant who has not successfully 
thought through the problem, 
from giving a convincing defense 


the contract unfairly. 

4. It leads to erroneous adjustments 
of variance, where part is con- 
sidered a loss due to inefficiency 


1950 





(Minnesota and California), is As- 
sociate Professor of Accounting at 
the University of California. He 
holds the degrees of B.B.A., M.A., 
and Ph.D. from the University of 
Minnesota. He formerly served on 
the staff of Peat, Marwick, Mitchell 
& Company in Minneapolis, for six 
years. During World War II he 
performed special accounting work 
with McLaren, Goode & Company. 

Dr. Vance has written for many 
accounting and tax publications, in- 
cluding The Journal of Account- 
ancy, The Accounting Review, and 
the N.A.C.A. Bulletin. 

This paper questions the practice 
of computing material price (or 
wage rate) variances on the full 
quantity consumed (or time expend- 
ed) in manufacturing operations 
when a quantity (or time) variance 
also exists. A variance allocation 
procedure is set forth for use in 
determining variances in connection 


regarded as justifiable and so 
chargeable in standard costs. It is 
reproduced by permission, from 
Section One of the N.A.C.A. Bulle- 








139 








The New York Certified Public Accountant 


Disclosing Variance Caused by 

Both Price and Quantity 

The fact that very recent textbooks 
have continued the practice of offering 
the conventional analysis is the justifi- 
cation for the present article. The 
criticism of this analysis can be best 
developed with a simple example, built 
around variance in material cost, Sup- 
pose that Company Y used 2,500 units 
of material costing $2 per unit to man- 
ufacture a quantity of product for 
which the standard cost card specified 
2,300 units of the material at $1.90 
per unit. The variance which results 
may be computed as follows: 





Units Unit cost Total cost 
Actual 2,500 $2.00 $5,000 
Standard 2,300 1.90 4,370 
Variance .. ‘ 200 $ .10 $ 630 





If the analysis of the $630 variance 
is to be put on logical grounds, there 
seems to be only one approach to it. 
The reasoning must run as follows: 
The variance due to price alone can be 
identified with certainty only where no 
other influences are present, i.e. as if 
no variation in quantities had occurred. 
If material consumption had been 
standard in this case—2,300 units— 
our price variance would be: 

10¢ X 2,300 == $230. 


Similarly, the variance due to quan- 
tity used may be computed on the 
assumption that price did not change 
from the standard of $1.90: 

200 X $1.90 = $380. 


These two results, when combined, give 
the following picture: 

10¢ 2,300 = $230 
200 & $1.90—= 380 


Price variance 
Quantity variance 


Explained 610 
Unexplained 20 
Total variance $630 


We do not have to look far for the 
explanation of the $20 difference. It 
is due to the fact that both price and 
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quantity variances were present. It is 
their joint product. The complete 
analysis is as follows: 

10¢ X 2,300 = $230 
200 < $1.90= 380 
10¢<X 2ZO0= 20 


Price variance 
Quantity variance 
Joint product 


Total variance $630 


The conventional solution, it will be 
recalled, combines the joint product of 
price and quantity variances with the 
price variance, as follows: 

Price variance: 

10¢ < 2,500 (actual quantity) — $250 
Quantity variance: 


200 $1.90 (standard price) = 380 





Total variance $630 








One is entitled to ask why the joint 
product should go into the price vari- 
ance. The usual answer, though not 
explicitly recognizing a joint product, 
can be found in the statement some- 
times offered to the effect that “the 
extra price was actually. paid on all 
units used, not just on the standard 
quantity.” But one could just as well 
make the opposite analysis: 

Price variance: 10¢ X 2,300 = $230 

Quantity variance: 200 * $2 = 400 


Total variance $630 


This places the joint product with 
the quantity variance. We could then 
say with equal assurance “the extra 
quantity actually cost $2 each, not just 
the standard price of $1.90.” 


Prorating Common Variance 


Both statements are in error because 
they fail to recognize that a joint prod- 
uct exists. The fact that the joint prod- 
uct is conventionally thrown in with 
the price variance is apparently due to 
traditional acceptance of an original 
error. This situation may be disturb- 
ing to those who desire a clear-cut 
two fold division of the total variance, 
but the truth of the matter is that not 
all the variance can be said with abso- 
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The Fundamental Logic of Primary Variance Analysis 


lute certainty to be due purely to either 
price or to quantity variation. Some of 
it arises because the two act together. 
The joint product is the extra price 
paid for the extra quantity used. 
Standard performance in either respect 
would have eliminated this variance. 
To attempt by purely logical means to 
divide this product between the two 
factors is equivalent to attempting to 
say how much of the product 6 is due 
to the 2 and how much to the 3 which 
were multiplied to get it. 

However, there is a reasonable basis 
for dividing the joint product where it 
is necessary to do so for purposes of 
assessing responsibility. From the 
analysis which recognizes the joint 


Price variance: 10¢ X 
Quantity variance: 200 X 
Joint product: 10¢ x 


product, we know how much of the 
total variance can be attributed solely 
to price and how much is due solely to 
quantity. It would seem reasonable to 
divide the joint product in the ratio of 
these amounts which are definitely at- 
tributable to price and quantity influ- 
ences, since the result is to divide the 
total variance into those proportions. 
This is not a solution which flows auto- 
matically from the logic of the mathe- 
iatics, for there is no such solution, 
but it appears to be an appropriate 
means of making a twofold analysis for 
purposes of assessing responsibility for 
performance under standard costs. By 
this method, the analysis takes on the 
following form: 





Allocation 
Original of joint Final 
analysis product allocation 
2,300 = $230 $ 8* $238 
$1.90 = 380: 12* 392 
a0 = 20 (20) — 
$630 -0- $630 





* To the nearest dollar in the ratio of 23/61 and 38/61. 


The reader may find this whole 
presentation more understandable in 
graphic form. The analysis may be 


presented graphically in the form of a 
rectangle containing four lesser rec- 
tangles. 
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The rectangle marked “A’’ represents 
standard cost and has as dimensions 
the standard quantity of 2,300 and the 
standard price of $1.90. The sum of 
all the rectangles is actual cost. Its 
dimensions are 2,500 units and $2. 
The total variance is measured by the 
areas B, C, and D. Rectangle B is the 
extra cost due solely to the extra price 
of ten cents. Rectangle C is the extra 
cost due solely to the extra quantity of 
200 units. Rectangle D is the joint 
product of price and quantity vari- 
ances. It represents the amount we al- 
located to B and C in the ratio of their 
individual areas. (This graphic pres- 
entation is simplest, of course, where 
all variations are over standard.) 


Variance Analysis When One 
Variation is “Justified” 


The analysis given above enables 
management to assess fairly the dollar 
amount of loss caused by the failures 
of the responsible persons. In addition, 
we must consider the need to adjust 
the product costs where one or both 
variations are justified and the cost 
card is to be correspondingly changed. 
Since the conventional analysis is of- 
fered for this purpose, too, it will be 
well to inquire into its reliability in 
this respect. 

Where neither variation is justified, 
the whole variance may be written off 
to the general income account as a loss. 
Where both are justified, the whole 
amount may be used to adjust product 
costs. Where one is jus stified and the 


other is not, the variance must be 
livided for purposes of the adjustment. 
This condition is most likely to occur 
it present) where price is over stand- 
ral by e the general market for ma 
eri r lal rates is up. In these 
‘ 1 tances the cost card must be 
‘ tice vill also 
remainin > wi 

l t iia n 
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solely to quantities plus the original 
joint product, which thus appears to be 
assessed entirely to quantity. How- 
ever, this results from changing the 
standard price, i.e. the price paid be- 
comes standard, and no price variance 
xists. The conclusion reached in this 
wien as to the proper treatment of a 
joint product of variance for assessing 
responsibility where two positive vari- 
ations exist due to inefficiencies, is not 
affected. It is indicated, however, that 
wherever the price variation is deter- 
mined to be a justifiable one, the 
amount to be written off to profit and 
loss as due to inefficiency is the quan- 
tity variation times the new price, not 
the quantity variation as calculated 
where the joint product is recognized 
and prorated. . 

The part of the variance due solely 
to price as originally analyzed is the 
amount to be adjusted to inventories 
and cost of goods sold. This leads to a 
very interesting conclusion, namely, 
that in a typical case where the price 
variance is justified and the quantity 
variance is not, the conventional anal- 
ysis tends to cause an erroneous ad- 
justment. This is true since the sug- 
gestion has been made that the price 
variance as determined by conventional 
analysis be used to adjust product costs 
where the price variation is justified. 
Since this price variance includes the 
joint product it is evidently the wrong 
figure for the purpose. 

Continuation of our illustration may 
help at this point. Referring again to 
the data used earlier in this paper, we 
may make the following tabulations, 
shown in Exhibit I. Of course, the 
probability that an error will actually 
he made in separating and charging 
justified price and inefficiency use vari- 
ances depends upon whether or not an 


ver-all proration of the price variance 
to inventories (presumably in valua 
mn accounts ) and cost of goods sold is 
ed or whether the standard cost 

r tl em is first adjusted and a new 
iriance determination made, Detailed 
the new price in the 
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The Fundamental Logic of Primary Variance Analysis 


accounts would give the correct 


stores 
adjustment by giving the new standard 
as a starting point. 

A little experimentation with the 


arithmetic of similar examples will 
demonstrate to the reader that when- 
ever one element of variation is deter- 
mined to be justified and it is desired 
to adjust the cost card and the inven- 
tory accounts accordingly, the amount 
of the adjustment to product costs will 
be the amount calculated as due solely 
to the justifiable variation in the orig- 
inal analysis. The amount remaining, 
to be charged to profit and loss as 
representing the result of inefficiency, 
will be the sum of the joint product 
of the variances in the original analysis 
and the portion of variance identified 


Variance analysis: 
Original analysis: 


as due solely to the unjustified vari- 
ation. 

This holds good when one variation 
is negative and one positive and when 
both are negative. (In analyzing vari- 
ances where one or both variations are 
negative, it must be remembered that 
the rules of algebra apply to the com- 
putation, ie., a negative times a posi- 
tive gives a negative product, and a 
negative times a negative gives a posi- 
tive product.) Since price variations 
are presumably most often justified and 
quantity variations are not, the conven- 
tional analysis will give wrong figures 
for the adjustment in the ordinary case. 
In the rare case where price variations 
are not justified but quantity variations 
are, it will give the proper figure. 





Price variance: 10¢ * 2,300 = $230 Before revision of standard. 
Quantity variance: 200: x $1.90 = ot $400 (see below) 
Joint product: 10é XX 2ZU= 2 

$630 
Variance if standard price is changed to actual: 
Actual : 2,500 & $2 = $5,000 
Standard: 2.300 ‘ m $2 = 4,600 

200 X $2 $ 400 Quantity variance only (see above) 


Adjustments to reflect change of standard: 


Adjustment to product costs: 
Original oe bing po5 : 
2,300 X $1.90 = $4,37 
New standard: 
2,000 X $2 = 4600 
Adjustment (debit) 
Write-off as inefficiency loss: 
Quantity variance (debit) 


(Adjustment indicated by conventi: 
Price variance 
Quantity variance 


EX tiAtT 


Labor and Burden Variances 


[he sar tatements may be made 


$230 Charge costs at standard 
400 Charge to variance in 
— profit and loss 

$630 


mal analysis: 


$250 Charge costs at standard 

380 Charge to variance in 
profit and loss 

$630 


l 

ire conventionally analyzed in terms of 
labor hours and labor wage rates, to 
ifford price nel quantity factors like 








The New York Certified Public Accountant 


those employed in materials variance 
analysis. 

It is likewise possible to make the 
same comments about overhead vari- 
ance if overhead variance is placed 
upon the same basis as materials and 
labor variance analysis by using direct 
labor hours or some other overhead 
distribution base as the quantity ele- 
ment and the overhead rate per hour 
as the price element. In this case, the 
standard hours will have to be those 
required for the product turned out as 
indicated by the cost card and not the 
total budgeted hours. 

However, the conventional analysis 
of overhead, which is achieved by 
taking the total budgeted costs and 
hours into consideration, does not pro- 
ceed along the same lines as material 
and labor variance. It arrives at a 
threefold instead of a twofold analysis, 
consisting of budget, capacity, and 
efficiency variances. In this, the effi- 
ciency variance is the same as the 
quantity variance of the twofold analy- 
sis and the budget and capacity vari- 
ance divide the remainder in a different 
manner from the price and joint prod- 
uct variance given by the twofold 
analysis. 


Summary 


We thus arrive at a final considera- 
tion of the proposition stated in the 
opening paragraph of this article. The 
student who is given only the conven- 
tional analysis of material and labor 


variances will either avoid thought on 
the subject or be confused because he 
cannot reason it out logically. Con- 
sider also the case of a practitioner who 
presents the conventional analysis of 
materials variance only to have the 
purchasing agent complain that part 
of what has been charged to his failure 
to buy at standard prices belongs to 
the operating executive who incurred 
the cost by using excess quantities in 
production. 

Further, it is conceivable that a 
scientifically-minded management 
might write a bonus agreement with 
a plant manager in which the bonus was 
to be calculated as a specified figure, 
less any variance due to use of excess 
quantities. In the conventional analy- 
sis, the company would pay too much, 
since part of any joint product of un- 
favorable variation is due to quantity 
variation but none of it is allocated to 
the quantity variance. A contract with 
a purchasing agent based on price vari- 
ance would give the opposite result. 

Finally, the conventional analysis 
gives an erroneous adjustment of prod- 
uct costs where a price variation re- 
sults in a change on the cost card and 
the adjustment is handled on an over- 
all basis and an unjustified quantity 
variance is also present. The present 
writer has observed the difficulties of 
neophytes who continue to be given 
only the conventional analysis and he 
is, therefore, convinced of the need to 
present and emphasize the fundamental 
logic involved. 
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Bank Costs 


By Hersert E. Kirmmse, C.P.A. 


hier members of a large credit 
union, which is a sort of coopera- 
tive bank, were discussing its opera- 
tions. “I don’t know how the credit 
union does it,” observed one, “they 
charge only three per cent on loans 
and pay the same three per cent as divi- 
dends on share capital.’’ After ponder- 
ing a bit, the other member remarked 
sagely, “The answer is—terrific vol- 
ume!” 

These members obviously did not 
realize that the loan rate was three per 
cent discounted which, on instalment 
loans, would yield an effective return 
of nearly six per cent per annum. 

The belief that terrific volume means 
terrific profits is still accepted in more 
than one bank. It is true that inflation 
has brought increased deposits, but it 
also means more clearings to handle at 
higher costs at the very time when in- 
come is depressed by artificially low 
interest rates. Thus banks today find 
themselves caught in the middle—they 
are being squeezed between pegged in- 
terest rates on earning assets on the 
one hand and rising costs of operation 
on the other. 

This state of affairs and the unlike- 
lihood of any early improvement in the 
trend is reflected in the market value 
of bank stocks which have been quoted 
generally below book or realizable 
value. Public attention was recently 
directed to this situation when the 
stocks of five various banks suddenly 
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rose from market to book value as a 
result of purchase by or merger with 
another institution. 

A further reason for the apathy of 
prospective investors to bank stocks 
may be that banks have been obliged 
to build up the greater part of their 
capital funds from earnings, a process 
that leaves less for distribution to the 
stockholders. After all, stockholders’ 
living costs have gone up, too! 

The difficulty in raising fresh equity 
capital is evident from data in the 1949 
Annual Report of the New York State 
Superintendent of Banks. An analysis 
of the sources of capital funds of New 
York State banks and trust companies 
from the end of 1936 to mid-1949 dis- 
closes that retained profits were re- 
sponsible for most of the $452 million 
rise in capital accounts during that 
period. 

How will banks approach the prob- 
lem of maintaining vitally needed net 
earnings in the face of static gross rev- 
enues and expenses creeping ever 
higher? This situation presents a 
phase of operations, determination and 
control of costs, with which independ- 
ent accountants have had conspicuous 
success in various kinds of business, 
and in which specially equipped certi- 
fied public accountants are making 
growing contributions in the banking 
field. 

It is the purpose of this article to 
discuss some of the ways in which 
members of the accounting profession 
can profitably assist alert bank man- 
agements (1) to know their costs, (2) 
to control their costs, and (3) to re- 
duce their costs, without impairing 
efficiency or morale. Specific cases will 
be cited where banks increased income 
materially as a result of cost knowl- 
edge. The authoritative data thus 
made available justified raising fees 
and charges. In other instances it will 


145 





The New York Certified Public Accountant 


be shown that cost determination and 
control were equally as important 
where, due to economic and competi- 
tive factors, chances of increasing 
charges were slight. 


Cost Control Needed For 
Sound Banking 


The emergency “bank holiday” in 
1933 and the disruption of business 
that followed, furnished convincing 
proof that bank credit is the lifeblood 
of commerce and that in America 95 
per cent of all business is transacted by 
check. Nobody today questions that 
strong, sound banks are indispensable 
to the proper functioning of the 
economy. 

Any development or trend, there- 
fore, which may have an adverse effect 
on the condition of our banks warrants 
close study and the application of cor- 
rective measures. 

A situation does confront the banks 
currently, rising costs, which calls for 
expert attention, especially in view of 
the refusal of revenues to absorb the 
rise. This is the type of problem that 
invites the analysis and remedial rec- 
ommendations of qualified certified 
public accountants. 

Conceding that the fundamental ob- 
jective is to keep the banks strong, 
then it should also be recognized that: 

1. Capital position should be main- 
tained and increased commensurate 
with deposit growth and investment 
risks assumed. 

2. If the pattern of the past decade 
is to continue, additions to capital will 
come chiefly from net earnings. 

3. If gross earnings cannot be in- 
creased, adequate net earnings can only 
be achieved by controlling costs, 

4. In an expanding economy and 
the uncertainty of the ultimate conse- 
quences of “managed” inflation, costs 
are much more likely to go up than 
down. 

5. Banks, like other businesses dur- 
ing the war and post-war boom, have 
doubtless permitted some degree of in- 
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efficiency and an undetermined amount 
of non-productive expenses to infiltrate 
their operations ; break-even points are 
mounting persistently. 

6. Independent certified public ac- 
countants are equipped by training and 
experience to ferret out and spotlight 
useless activities, unnecessary duplica- 
tion of records, faulty procedures, and 
bottle-necks in the flow of work. They 
can aid cost-conscious bank manage- 
ments by pointing out where costs may 
be reduced and by testing each expense 
dollar for value received. 


Know Your Costs 


Accountants and bankers who have 
given special attention to bank cost 
analysis agree unanimously that the 
approach to the subject of bank cost 
control is first to “Know Your Costs.” 


According to H. E. Randall, Vice 
President of the First National Bank 
of Boston, banks are not using scien- 
tific pricing methods because they are 
not sufficiently informed about costs. 
An investment in cost knowledge of 
every phase of the bank’s business, he 
noted, would pay worth-while divi- 
dends. Many bankers are guessing 
without having cost facts or are blindly 
following the other fellow in setting 
sales prices. 


Mr. Randall observed that banks 
which have determined their costs, 
found that most of their small accounts 
—checking, savings, trust, personal 
loan, safe deposit—were operated at a 
loss, and as a result of that knowledge 
they have increased their over-all earn- 
ings substantially. 

With cost data available, he con- 
tinued, measuring sticks can be used to 
determine the profitability of any ac- 
count or group of accounts and cor- 
rective action can be taken where war- 
ranted. In most cases reviewed by Mr. 
Randall, it was necessary, for example, 
to increase service charges on checking 
accounts and charge trust principal for 
a part of the fee rather than rely entire- 
ly on income fees. A cost analysis of 
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trust, agency, and estate accounts indi- 
cated the necessity for special fees. In 
this connection, the use of common 
trust funds has lowered operating costs 
and permitted lower fees to customers. 

With respect to savings departments, 
further results of information on costs 
showed the need for service charges 
for excessive withdrawal activity and 
the elimination of interest on small sav- 
ings accounts. Many banks discovered 
that small personal loans, usually be- 
lieved to be profitable because of the 
higher interest rates, were actually 
handled at a loss. In such cases, the 
law permitting, a minimum discount 
charge could be made. 

Suspicion in the public mind that 
many banks did not know their costs 
was demonstrated, at least to some ex- 
tent, by the wide variations between 
costs and service charges reflected in a 
special study completed in 1945 by the 
New York State Superintendent of 
Banks. He reported that the New 
York system of service charges had 
grown up in haphazard fashion, and 
that the relationship of charges to costs 
was “highly dubious and well-nigh 
impossible for the public to under- 
stand.” It was found that less than half 
of the banks that made service charges 
had made cost analyses. Fewer still 
had made recent studies. 


Subsequent to these findings, the 
New York State Bankers Association 
and the American Bankers Association 
authorized and published special stud- 
ies which have made available valuable 
additions to the field of bank costs. 
These publications present basic stand- 
ards for measuring charges in a man- 
ner as uniform and understandable to 
the public as possible for a subject 
which is more complex than simple. 

One of the reports, “Current Trends 
In Bank Costs”, just completed by the 
Country Bank Operations Commission 
of the ABA emphasizes “the tremen- 
dous variations of costs for items and 
transactions as among the various 
banks . . . caused not only by the actual 
expenses involved, the activity, efficien- 
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cy and policies, but also by the differ- 
ences between the methods used in ar- 
riving at costs.” 

The report concludes that current 
derivation of cost figures is but the first 
step to proper interpretation and con- 
structive action to be taken based upon 
the data obtained. Banks are warned 
to give careful consideration to the im- 
portant factor of public relations before 
following any policy dictated by cost 
figures alone. 

In another study of checking account 
costs of 17 country banks in Wisconsin 
made under the auspices of the Bank 
Management Commission of the Wis- 
consin Bankers Association, it was dis- 
covered that account maintenance costs 
for various reasons ranged from 5¢ to 
48¢ per month, item costs for “on us” 
checks ranged from 1.23¢ to 3.78¢ each, 
clearing house checks ranged from 
1.08¢ to 2.88¢ each for handling, tran- 
sit checks from 1.15¢ to 4.67¢ each, and 
deposit tickets from 2.92¢ to 9.28¢ each, 

With such variations, is there any 
wonder that the public is often resent- 
ful of charges assessed for services 
which the bank itself is frequently at 
a loss to explain satisfactorily? From 
the public relations aspect alone it is 
surely worthwhile for a bank to be in a 
position to demonstrate to its custom- 
ers the bases for its various charges, 
secure in the knowledge that they have 
been accurately and fairly determined. 

How big a job is bank cost finding? 
Is it worth the trouble and expense in- 
volved? How can certified public ac- 
countants work with banks and trust 
companies—as they have for years 
with industrial firms—in establishing 
costs, revising them, and, insofar as 
possible, forecasting costs for budget- 
ary purposes? 

Cost finding can be both over-simpli- 
fied and ultra-complicated. Neither 
course is desired by any financial insti- 
tution nor would it be recommended by 
consulting accountants. There is a 
proper cost installation depending upon 
the size of the institution and the type 
of its business. 
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In every case, according to the Wis- 
consin study referred to above, there 
must be determined a minimum over- 
all picture to insure accuracy of costs 
for even a single function but it is not 
necessary to determine detailed costs 
for every function. Various steps cited 
to establish a cost program are: 

1. Preparation of an average bal- 

ance sheet. 

2. Compilation of activity statistics. 

3. Preparation of a cost profit and 

loss statement. 

4. Preparation of a conversion fund 

report. 

5. Functional allocation of income 
and expense. 

6. Allocation of expense to primary 
functional components. 

7. Determination of unit or item 
costs. 


As in any cost program, the primary 
objective should be to take as much of 
the guesswork as possible out of opera- 
tions by avoiding the attitude of hoping 
that the final net return will prove 
satisfactory. Bankers are entitled to be 
informed currently, wherever feasible, 
of the detailed earnings and expenses 
attributable to each department in the 
bank. This should be further refined 
to show the costs of handling each 
transaction and each type of account 
so that intelligent judgment—not un- 
intelligent guesswork—will be the basis 
for setting sales prices. 

In these days of intense competition, 
not only among banks with each other, 
but also between banks and other lend- 
ers, such as insurance companies, and 
the government itself, decisions must 
be made on time and with good judg- 
ment. Such decisions, however, cannot 
be made unless bank managements are 
kept correctly and promptly informed 
of the results of operations. 

It should be made clear that the ac- 
counting system should not be designed 
solely to provide the objectives of ready 
cost determination and adequate avail- 
ability of cost data. A well-rounded 
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system must incorporate features which 
will yield other essential information 
to management in the form of concise 
statements and reports. The principles 
of internal check also cannot be over- 


looked. 


Cost Control and Reduction 


“The object of cost control is to re- 
tain as much of the gross income as 
possible without impairing efficiency or 
endangering the financial structure.” 
This succinct statement comes from 
E. S. Woolley, C.P.A. specialist in 
bank management, who added _ that 
‘“‘Any expense in a bank is a cost. Until 
this basic fact is recognized, cost con- 
trol, with its parallel, adequate profits, 
is impossible for any bank to attain.” 

But the statement made by Mr. 
Woolley that deserves the most ap- 
plause, and one which should be recog- 
nized with special satisfaction by bank 
personnel, is that while salaries repre- 
sent an expense subject to reduction 
“individual salaries should not be cut, 
but total payments may be reduced 
without cutting and perhaps even in- 
creasing individual salaries.” This aim 
could be attained by increasing indi- 
vidual work output and effectiveness 
and by eliminating outmoded opera- 
tions, reports and methods. 

It is the firm belief of the writer, 
based upon personal experience, that 
once bank employees are assured that 
cost control, efficiency audits, and the 
like, will not result in cutting individual 
salaries, they will give much more 
whole-hearted cooperation to imple- 
ment these aids to operation and 
management. As a matter of fact, no 
real progress can be made in establish- 
ing true costs by means of time studies, 
flow of work, and the like, without the 
entire bank staff being taken into confi- 
dence and encouraged to participate in 
the analysis. When completed, the find- 
ings of the survey should, insofar as 
practicable, be divulged to the personnel 
from whom any suggestions or recom- 
mendations should be welcomed. It 
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Bank Costs 


must be remembered that many em- 
ployees of the bank deal more often and 
more closely with the public, over the 
counter and via telephone, than do some 
of the officers whose contacts are apt 
to be limited to their opposite numbers 
in industry. 

Before commencing a general cost 
study, consideration should be given to 
this important aspect of employee rela- 
tions. The consulting C. P. A. firm 
might be asked to indicate the need for 
any changes in employee incentive and 
merit rating plans. As a result of a 
complete cost analysis engagement, the 
accountants may recommend a general 
job evaluation program and the estab- 
lishment of a budget. 

The value of a budget is impressive 
in the light of a cost analysis study. 
Only with such a forecast of operations 
and condition can the most profitable 
functions—and the least profitable—be 
brought into proper focus, and rewards 
meted out to those responsible for su- 
perior achievements. 

3udgetary cost control, operated in 
conjunction with monthly accruals of 
the major income and expense items, 
permits comparisons to be made 
currently with prior performance, com- 
petitive standards and desired expecta- 
tions. Such comparisons, by high- 
lighting any serious deviations, make 
corrective action possible before serious 
damage is done. Proper budgetary con- 
trol enables management to open the 
throttle (or close it down) to make de- 
cisions in time to avoid possible loss 
on the one hand and, on the other, to 
take advantage of opportune profit pos- 
sibilities. 

The budget fits into a cost analysis 
program by showing up existing weak- 
nesses in operations which may be sus- 
ceptible to immediate rectification. For 
example, an unusual increase in the 
cost of running the collection depart- 
ment may mean that collection charges 
should be revised or that internal effi- 
ciency has deteriorated. 

Reduction of costs should not be 
made without regard to maintenance of 
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the safety factor or by sacrificing vital 
information. But a thoughtful review 
of the detailed make-up of every classi- 
fied expense, reflected on the debit side 
of the profit and loss account, indicates 
specific places for cutting costs. 

The following suggestions are listed 
without attempting to set forth every 
possibility for reducing expenses: 

Tellers 


Has the work productivity of the 
tellers been determined? Are there 
too few or too many tellers? Do they 
have idle time which could be utilized 
by another department? Are the cus- 
tomers satisfied with the services and 
are they paying adequately for them? 
Is the physical layout of the cages 
conducive to efficient operations? 
Would additional mechanization be 
warranted ? 


Loans and Discounts 


Is the loss ratio low but are collection 
costs too high? Are records unneces- 
sarily duplicated or triplicated? Has 
the rate on consumer loans been mis- 
takenly reduced just to meet competi- 
tion? Are sufficient compensating bal- 
ances carried? Would the purchase of 
more modern machines be justified? 


The Bank As A Whole 


Should there be a general depart- 
mental reorganization? Can the work 
be simplified, methods streamlined, the 
chart of organization strengthened, em- 
ployee morale improved, free services 
reduced, peak loads better handled, 
purchasing economies gained, and ex- 
cess reserves and other idle funds 
minimized ? 

These are some of the fertile places 
for savings which the accountant- 
analyst will examine critically. He 
will review in his mind alternate meth- 
ods successfully used in other banks 
and suggest that they be given consid- 
eration by his present client. 

Some banks have designed their cost 
analysis plan and set their charges at a 
level which would recover expenses but 
not provide for a reasonable profit. The 
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fallacy in this type of program was 
pointed out in an address at the New 
York State Bankers Annual Conven- 
tion on May 25, 1942, by John J. 
Driscoll, C.P.A., who specializes in 
bank management analysis, He recom- 
mended that the desirable profit could 
be effected by: 

1. Using a higher than actual re- 

serve deduction. 


2. Reducing the rate of allowable in- 

come credit on invested balances. 

3. Setting charges at “selling prices” 

rather than cost. 

In his same address, Mr. Driscoll 
correctly predicted that activity costs 
would increase at a faster pace than 
income, a development which would 
emphasize the need for increased serv- 
ice charges if reasonable earnings were 
to be approached. As a result of his 
cost findings on personal loans, de- 
posit accounts, and other activities, he 
made various specific recommendations 
that have since proved their worth to 
the banking institutions concerned. 

While all of the foregoing comments 
are applicable to the bank as a whole, 
there are many reasons for considering 
the trust department separately. Many 
banks have no trust departments; 
others maintain small departments 
solely to accommodate their customers, 
while an important segment of banks 
actively promote trust business, Ac- 
cordingly, the problem of trust depart- 
ment costs warrants special considera- 
tion. 


Trust Department Costs 


Too many banks have operated their 
trust departments as a necessary side- 
line, an adjunct to the general banking 
business, which they hoped would add 
a little something to the net income at 
the year end. More often than not, cost 
analysis would have shown that trust 
services were actually rendered at a 
considerable loss to the bank. When 
this unsatisfactory situation is given 
further consideration by the directors, 
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added to the ever-present possibility of 
successful litigation for surcharges, it 
would not be surprising if a number of 
the smaller banks decided to dispense 
entirely with their unprofitable trust 
business. 


For those institutions which continue 
to offer trust facilities, particularly 
where income is more or less fixed by 
statute, expenses must be controlled if 
a profit is to be realized. In cases 
where it is almost certain that the trust 
department will be operated at a loss, 
the application of cost accounting will 
show the extent of the loss and indicate 
where the loss can be controlled or re- 
duced to a minimum. Even more im- 
portant, reliable data will be available 
for presentation to the State legislature 
whenever action is taken to revise 
statutory trust fees. 


Four essentials of trust department 
expense control, outlined by George C. 
Robinson, trust operations officer of 
the Fidelity Philadelphia Trust Com- 
pany, are: 

1. Cost accounting 

2. Activity control 

3. Budget 

4. Strong management 


Cost accounting provides the es- 
sential detailed expense information 
needed to point out inefficiencies and to 
develop item costs. 


As trust expense is related to the de- 
gree of activity, the bank should try to 
reduce the number of remittances and 
statements to beneficiaries. Where 
feasible, common trust funds should be 
used. 


The budget, as a pre-determined 
statement of income and expenses, is 
comparable to a navigation chart. It 
serves as a guide toward the objective 
which, in business, is net profit. A 
budget checks leaks, and prevents im- 
proper enlargement of services. 


Strong management, concludes Mr. 
Robinson, should make the staff con- 
stantly expense conscious. 
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Bank Costs 


Certified public accountants have 
given increasing attention to the cost 
accounting problems of banks acting in 
their capacity of personal and corpo- 
rate fiduciaries. 

In a recent talk before the Fiduci- 
aries Section of the District of Colum- 
bia Bankers Association, Colin Mac- 
Lennan, C.P.A., Chairman of the So- 
ciety’s Committee on Bank and Trust 
Company Accounting, noted that a 
surprisingly large number of institu- 
tions had apparently not considered it 
sufficiently important to provide for an 
adequate reporting of trust department 
operations by application of a cost ac- 
counting system. In his talk, the 
speaker outlined a practical course for 
bankers to follow when faced with a 
lack of adequate accounting and cost 
data. He also demonstrated how the 
information should be developed and 
utilized. 

An important point emphasized by 
Mr. MacLennan is that while the ac- 
countant can show how the principles 
of cost accounting can be applied, it is 
the function of management to evaluate 
the data made available for its con- 
sideration. The knowledge of costs 
should be viewed as a tool which will 
provide management with a valuable 
aid, but will not substitute for the ex- 
ercise of sound judgment. 

With bankers becoming more and 
more concerned with cost factors, it is 
natural that they will look askance at 
trust departments which do not carry 
their own weight. Certainly, the first 
step in any intelligent appraisal of the 
situation calls for a carefully made cost 
analysis to determine what moves 
should be made to eliminate any loss 
and place the trust department on a 
profitable basis. 

It is surprising to note the number 
of cases where inadequate rates con- 
tracted for under older voluntary 
agreements have been successfully re- 
negotiated. Bank officers were able to 
obtain the increase in fees by tactfully 
presenting the customer with account 
analysis data showing the effect of the 
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change in conditions and increased 
costs. 

In numerous instances, a survey of 
trust costs resulted in the discontinu- 
ance of free services, the establishment 
of adequate charges, and the adoption 
of fee schedules designed to compen- 
sate the bank equitably according to 
the type of service furnished, 

It is expected that the field of trust 
department cost analysis will offer at- 
tractive opportunities to independent 
certified public accountants specializ- 
ing in this work. 


By-Products of Cost Analysis 


Some of the by-products of a cost 
study have proved as valuable as the 
primary findings themselves. For ex- 
ample, one analysis resulted in im- 
proved supervision and the fixing of 
responsibility which had been lacking 
before. Another result was the estab- 
lishment of performance standards for 
the various jobs with the consequent 
knowledge and satisfaction that both 
the bank and the customer were getting 
their money’s worth. 

Other achievements and recommen- 
dations which have arisen from cost 
analysis were a better measurement of 
operating results, tax advice, adoption 
of revised accrual accounting, and ad- 
vocacy, where advisable, of the reserve 
method of accounting for bad debts for 
income tax purposes. 

Besides installing new cost systems 
and prescribing needed revisions in ex- 
isting systems, C.P.A. analysts are in a 
good position to give unbiased advice 
concerning the type of accounting ma- 
chines best adapted for mechanizing 
operations. The use of carefully chosen 
cost-saving equipment can result in a 
considerable reduction in expenses. 


Summary and Conclusions 

The role of certified public account- 
ants in banking has been confined 
chiefly to the certification of financial 
statements furnished by borrowers for 
credit purposes, and the performance 
of routine directors’ examinations. 
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Efficiency audits, appraisals of meth- 
ods and procedures, cost analyses—all 
are relatively recent services which 
banks have sought from specialized ac- 
counting firms. Only a beginning has 
been made in this direction. 

Why have not banks availed them- 
selves more widely of accountants’ aid? 
Why have not accountants in turn put 
forth greater effort to acquaint banks 
with all their wares? 

The answer appears to rest on sev- 
eral inherent and important factors. 
First—banks are subject to at least 
annual examinations by state and fed- 
eral authorities. In addition, there are 
statutory examinations by directors, 
usually every six months. Then there 
are internal spot audits made to mini- 
mize the possibility of fraud and irreg- 
ularities. Usually the accounting sys- 
tem is designed to provide for a maxi- 
mum of internal check. Bankers have 
ample justification for their contention 
that they are over-examined. 

Underlying all these characteristics 
of the banking business is the necessity 
for a tremendous and continuous ac- 
counting job. For example, deposited 
checks are recorded in the receiving 
teller’s cage and form part of his daily 
proof. From there the checks go to 
the clearing and transit departments 
where they once more find their way 
on lists and proofs. If the checks are 
drawn on the bank which received 
them, they are charged to the deposi- 
tors’ ledgers where they again furnish 
the basis for entries and proofs. The 
public and the supervisory agencies ex- 
pect banks to keep clear and complete 
records. This expectation has been ad- 
mirably fulfilled—at more and more 
expense to the bank. 

Probably the greatest deterrent to 
the full use of the facilities of special- 
ized certified public accountants is the 
cost factor. It is ironical that a great 
industry, banking, which may most 
need the counsel of cost-wise account- 
ants, chooses to forego it for the reason 
“can’t afford it.” It is hoped that this 
article has in some degree exposed the 


152 


error of such a view by showing that 
what banks actually cannot afford is to 
overlook possibilities of : 

1. Determining and controlling costs 
of the bank as a whole, of each 
department and function within 
the bank, and of each unit of ac- 
tivity within each department. 
Reducing costs of operation con- 
sistent with maintenance of effi- 
ciency and safety. 

3. Increasing uneconomic fees and 
charges. 

4, Equitable revision of trust fees. 

5. Holding department heads ac- 
countable for performance stand- 
ards through budgetary control. 

6. Tax savings. 


to 


Concerning the tax phase alone, cer- 
tified public accountants have had occa- 
sion to save banks considerably more 
than the cost of the engagement. In 
one case which comes to mind, accept- 
ance of the accountants’ recommenda- 
tion that specific action be taken before 
the close of the year to establish long- 
term gains on certain taxable securities 
resulted in substantial tax saving. In 
this instance careful thought had to be 
given to many aspects, including the 
obvious fact that income on the bonds 
sold would have been taxable at a 
higher figure than at the capital gains 
rate. The question was also considered 
whether capital losses should have been 
taken to offset ordinary income and the 
capital gains postponed. Finally, the 
question of reinvesting the proceeds at 
a lower yield demanded consideration. 
These situations involving various 
courses of action in which the tax fea- 
ture is predominant are dealt with 
more frequently and consequently more 
expertly by accountants than they 
would by many bankers. 

As recognition grows among bankers 
of the value of scientific cost analysis, 
and as the application of its principles 
becomes more widely accepted, it can 
be expected that interchange of cost 
data, based on substantially uniform ap- 

(Continued on page 183) 
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Tax Treatment of Payments to Widows 
of Deceased Employees 


By BENJAMIN Harrow, C.P.A. 


| gra pain i in recognition of faith- 
ful services rendered in the past 
by their employees, often make pay- 
ments to the widows of such employees 
after their death. In some cases such 
payments are made pursuant to a con- 
tract entered into between employer 
and employee. In other cases, such 
payments are made voluntarily by the 
employer pursuant to a pre-established 
plan. Sometimes the payments are 
authorized only after the death of the 
employee, by corporate resolution or 
otherwise. States and other govern- 
mental units sometimes make provision 
for widows of their employees. Do 
such payments constitute tax deductions 
for the employer? Are they taxable 
to the recipient? Let us first consider 
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the question of the deductibility of the 
payments. 


Deductibility of Payments 


Section 23(a)(1)(A) of the I.R.C. 
provides that in computing net income 
there shall be allowed. as deductions 

“all ordinary and necessary expenses paid 

or incurred during the taxable year in 

carrying on any trade or business, including 

a reasonable allowance for salaries or other 

compensation for personal services actually 

rendered; .. .” 


Section 29.23(a)-9 of Reg. 111 
reads, in part, as follows: 


“Amounts paid by a taxpayer for pen- 
sions to retired employees or to their fami- 
lies or others dependent upon them, ... are 
proper deductions as ordinary and neces- 
sary expenses. When the amount of the 
salary of an officer or employee is paid for 
a limited period after his death to his 
widow or heirs, in recognition of the ser- 
vices rendered by the individual, such pay- 
ments may be deducted.” 


It is well established that a deduction 
may be taken in a current year for 
salaries paid in consideration of serv- 
ices rendered in the past.! Similarly, 
payments made to a widow for services 
rendered by her deceased husband may 
also be deducted. Regulation Section 
29.23(a)-9, quoted above, specifically 
provides for the deductibility of salary 
payments to the widow or heirs of a 
deceased officer or employee for a 
limited period, in recognition of past 
services rendered. While this provision 
first appeared in Regulation 45, under 
the Revenue Act of 1918, and has re- 
mained more or less without change in 
subsequent regulations, the limitation 


1 Lucas vy. Ox Fibre Brush Co., 281 U.S. 115: 
“The statute does not require that the services should be actually rendered during 
the taxable year, but that the payments therefor shall be proper expenses paid or incurred 


during the taxable year.” 
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on the period within which deductible 
payments may be made has not been 
expressly defined. 

The fundamental right to the deduc- 
tion of payments made to the widow 
of a deceased employee must come 
from Section 23(a) of the I.R.C. In 
other words, it is necessary for the 
taxpayer to justify the deduction as 
an ordinary and necessary expense of 
carrying on a trade or business. This 
was so held in the case of McLaughlin 
Gormley King Co.” In that case, peri- 
odic payments to the widow of Alex- 
ander McLaughlin were allowed as 
deductions from July, 1939, through 
November, 1941, a period of 28 months. 
The Commissioner disallowed payments 
to the widow subsequent to November, 
1941, as being beyond the “limited 
period” referred to in Regulation Sec- 
tion 29.23(a)-9. The Tax Court de- 
cided that in the absence of (1) a 
contractual liability, (2) an established 
pension policy, or (3) a showing that 
such payments were for past services 
and were reasonable in amount, the 
payments could not be deducted under 
Section 23(a). The taxpayer contended 
that the Commissioner had no authority 
to deny the deduction merely upon his 
own determination of what constituted 
a “limited period” under the regulation, 
but the Tax Court concluded that the 
taxpayer had failed to prove his right 
to the deduction under Section 23(a). 
Once the Commissioner has disallowed 
the deduction, the burden of proof is 
on the taxpayer to show by competent 
evidence that the payments were ordi- 
nary and necessary expenses. Failure 
to overcome the presumption raised by 


the Commissioner’s disallowance of the | 


deduction will be fatal to the taxpayer’s 
case. 

In Mobile Bar Pilots’ Association,3 
a deduction for payments made to the 
widow of a deceased pilot as additional 
compensation for services rendered by 


211 TC 569 (1948). 
335 BTA 12 (1936). 
441 BTA 198 (1940). 
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the pilot, was disallowed as not being 
shown to be reasonable in amount. The 
Court said, 

“There is no evidence in the record 
showing that such amount was reasonable 
additional compensation for the services 
rendered by him prior to his death. Peti- 
tioner’s failure to establish this vital fact 
is fatal to his contention on this issue, 
Moreover, there is also no evidence in the 
record establishirig the fact that this pay- 
ment was an ‘ordinary and necessary’ ex- 
pense of the business.” 


In Seavey & Flarsheim Brokerage 
Co.,* one of the petitioner’s employees 
was in charge of its St. Louis branch. 
The employee was regarded by peti- 
tioner as one of the most valuable men 
in the food industry. He became dis- 
satisfied with the terms under which 
he was working and contemplated 
leaving the employ of the petitioner 
and going into business for himself in 
order to build up an estate which he 
could leave to his wife. He was sixty 
years of age at the time. The officers 
of the petitioner were advised of the 
situation and, after negotiations with 
the employee, a contract was entered 
into in 1928, whereby petitioner agreed 
to pay a maximum of $12,000 per 
annum for life to the wife of the em- 
ployee upon his decease out of the net 
earnings of the St. Louis office. The 
employee died in 1931, two and one- 
half years after the execution of this 
agreement, and the petitioner. began to 
make payments to the widow. The 
Commissioner disallowed the deduction 
for the year 1934. The Board in hold- 
ing for the petitioner said: 

“Obviously, this was additional compen- 
sation for his services. There is no con- 
tention that the $12,000 was a gift by peti- 
tioner or that it was‘in excess of what 

Milton’s services were reasonably worth. 

. . . The obligation to pay was incurred 

from year to year after the death of Milton 

(the employee) and when net income was 

earned by petitioner from the operation of 


the St. Louis office, and not before. The 
expense, therefore, can not be attributed 
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to earlier years for it was neither paid nor 

incurred in those years. The liability ac- 

crued in 1934.” 

In a strong concurring opinion in 
this case, Judge Harron said: 

“|, the agreement does not state that 
petitioner agreed to pay . . . any extra 
compensation for his services at any time. 

. the payments . . . represented a 
pension. . . . the Commissioner by his 
own regulations, has ruled that amounts 
paid by a taxpayer for a pension to re- 
tired employees or to their families or 
others dependent upon them are proper 
deductions as ordinary and necessary ex- 
penses. Regulations 86, Article 23(a)-9, 
Act of 1934. It is reasonable to hold that 
the above regulation applies to amounts 
paid as a pension to the widow of an 
employee. The deduction is allowable as 
a business expense in the taxable year, upon 
the above stated grounds.” 


The case of Astorian-Budget Pub- 
lishing Co.5 is illustrative of a situation 
wherein payments made to the widow 
or next of kin of a deceased officer will 
be held not to be in the nature of a 
pension and the deduction will be 
denied. In that case, the officer-stock- 
holders, to protect their dependents, 
agreed that in the event of the death 
of any one of them the salary paid each 
as an officer or director should there- 
after be paid to his widow, or next of 
kin, as long as such widow or next of 
kin continued to hold the inherited 
stock. In denying a deduction for pay- 
ments made under this agreement to 
the next of kin of one of the officers, 
the Court said: 

“Strictly speaking, no part . . . paid 
. . Was a pension. . the agree- 
ment clearly indicates that it was in recog- 
nition of services rendered. . . . How- 
ever, the only limitation of time on the 
payment is the period that (the next of 

kin) continues to hold the stock. Such a 

provision bears more earmarks of a spe- 

cial provision for the distribution of prof- 
its to an officer-stockholder than it does 
of a pension payment.” 


It would appear from these cases 
that if the payments made to the widow 


544 BTA 969 (1941). 
6 IT 3329, C. B. 1939 2, p. 153. 
7 Tax Court Memo, April 9, 194¢€. 
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or next of kin of a deceased employee 
are made under a pension plan or 
agreement, they are deductible without 
limitation as to time, as ordinary and 
necessary business expenses. However, 
if the payments are not in the nature 
of a pension, they will bear closer scru- 
tiny and will be allowed for a “limited 
period” only, if allowed at all. The 
difficulty arises as to what is a “limited 
period.” IT 33296 permitted the de- 
duction by a corporation for payments 
made to the widow of a deceased offi- 
cer-stockholder for the years 1937 and 
1938. The payments were voluntary 
on the part of the corporation. During 
the year 1937 the payments made to the 
widow were equal to the salary of the 
deceased employee. During the year 
1938, the payments were somewhat 
less. Nevertheless, the ruling permit- 
ted a deduction for both years as com- 
ing within the provisions of Regula- 
tions, Section 23(a)-9. However, there 
is nothing in the ruling to indicate that 
two years is the maximum period per- 
mitted. 


In W. D. Haden Company,’ the tax- 
payer was denied a deduction for pay- 
ments made to a deceased employee’s 
widow. The employee died in 1935. 
The tax years before the Court were 
1940 and 1941. The payments were 
voluntary and were limited to the 
widow’s lifetime or until her remar- 
riage. The Court sustained the conten- 
tion of the Commissioner that since the 
taxpayer failed to show that the pay- 
ments in question were to be paid for 
a limited time, Regulation 29.23(a)-9 
did not apply and that, futhermore, the 
payments were not deductible as ordi- 
nary and necessary business expenses 
since the taxpayer had no established 
policy of paying pensions to widows 
and there was no evidence that the pay- 
ments were made for the benefit of tax- 
payer’s business. 


In the Astorian-Budget Publishing 
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Co. case,’ the Court held that the pe- 
riod of time was not limited within the 
meaning of Regulations, Section 29.23 
(a)-9, when the only limitation was 
the period within which the widow or 
next of kin continued to hold the stock 
of the corporation. But in the case of 
H. T. Cushman Manufacturing Com- 
pany,? a deduction was permitted the 
taxpayer for payments made to an offi- 
cer’s widow. In that case, payments 
were made pursuant to a contract be- 
tween the corporation and its officers 
authorizing such payments, in the sum 
of $5,000 per annum. The contract also 
contained a provision that the amount 
of the payments in any year was to be 
reduced by any dividends paid in that 
year upon stock of the corporation 
owned by the deceased officer on the 
date the contract was executed. The 
reason for the limitation was that the 
officers believed that $5,000 per annum 
would be sufficient for a widow’s needs. 
Payments were to be made during a 
widow’s lifetime, but in no event ex- 
ceeding a period of 25 years from the 
date of the contract, August 15, 1933. 
The widow’s husband died in Febru- 
ary, 1940. As a payment under this 
contract, petitioner paid to the widow 
during the calendar year 1940 the sum 
of $4,583.33, being 11/12ths of $5,000, 
no dividends having been paid during 
1940. In 1941, sufficient dividends 
were declared and paid by the peti- 
tioner so that only $2,109.58 was paid 
to the widow under the contract. In 
1942 and 1943, no payments under the 
contract were made, the dividend pay- 
ments being in excess of $5,000 in each 
of these two years. Commissioner dis- 
allowed the deduction of $4,583.33 paid 
in 1940, on the grounds that the con- 
tract was not a true pension arrange- 
ment within the regulations interpret- 
ing Sec. 23(a) (1), and were not ordi- 
nary and necessary business expenses, 
but were a distribution in lieu of divi- 

8 Footnote 5, supra. 

9 Tax Court Memo, November 8, 1943. 

10 Footnote 5, supra. 
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dends, relying principally upon the 
case of Astorian-Budget Publishing 
Co.10 

The Court, in holding for the peti- 
tioner, said: 

“We do not agree with the Commis- 
sioner. In our opinion the payments in 
question are clearly covered by the follow- 
ing sentence of section 19.23(a)-9, Regu- 
lations 103: . . . When the amount of the 
salary of an officer or employee is paid for 
a limited period after his death to his widow 
or heirs, in recognition of the services 
rendered by the individual, such payments 
may be deducted.” 


The Court distinguished the Astor- 
ian-Budget Publishing Co. case by 
pointing out that payments in that case 
were conditioned upon the widow or 
next of kin continuing to hold the in- 
herited stock of the corporation and 
that, therefore, the only limitation of 
time on the payment was the period 
during which the widow or next of kin 
continued to own the stock. No such 
condition appeared in the agreement in 
the H. T. Cushman Manufacturing Co. 
case. For this reason the Court refused 
to hold that the payments were in the 
nature of a distribution of earnings as 
in the Astorian case. 

Is the H. T. Cushman Manufactur- 
ing Co. case, support for the contention 
that the “limited period” may be any 
specified number of years? The agree- 
ment in this case provided that pay- 
ments were to be made for a maximum 
of 25 years from the date of the con- 
tract. However, while the Court spe- 
cifically referred to the “limited period” 
mentioned in the second sentence of the 
regulation, it also went on to call the 
payments under the agreement a pen- 
sion. In referring to the provision for 
the deduction of dividends paid, it said: 

“That provision, however, was simply to 
the effect that the pension would be re- 
duced by the amount of dividends paid on 
stock owned by the deceased officer at the 


time the contract was executed. woes We 
fail to understand why a pension should 
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be regarded as something other than a 

pension, if it takes into account the re- 

cipient’s needs, that is, her income from 
other sources.” 

If the agreement constituted a pen- 
sion then it would seem as if there 
would be no need to apply the second 
sentence of the Commissioner’s Regu- 
lations, but that rather the first sent- 
ence of such regulations would apply: 

“Amount paid by a taxpayer for pen- 
sions to retired employees or to their fami- 

lies or others dependent upon them, .. . 

are proper deductions as ordinary and 

necessary expenses.” 

Although the above quoted sentence 
refers to “pensions to retired employ- 
ees” it would appear to be equally ap- 
plicable to pensions paid to widows or 
next of kin of deceased employees. 
(See concurring opinion of Judge 
Harron in Seavey & Flarsheim Brok- 
erage Co., supra.) 


Summary: Deductibility 

of Payments 

From all present available data, the 
following would appear to be a fair 
summary of the deductibility by the 
payor of payments made to the widow 
or next or kin of a deceased employee: 

1. Payments, to be deductible, must 
comply with Sec. 23(a)(1)(A) 
in that they must be ordinary and 
necessary and reasonable. 

Payments made pursuant to a 

contract or plan which can be 

construed as a pension are de- 
ductible. 

Payments, to be deductible, 

should be made in recognition of 

services rendered by the deceased 
and not primarily to aid the de- 
ceased’s widow. 

4. Payments made, which are not 
pursuant to a contract or pension 
plan, are deductible for a limited 
period if they represent the sal- 
ary of the deceased employee 


nN 


os) 


11 Footnote 6, supra. 


paid to a widow or next of kin, 
even though the payments do not 
equal the salary of the deceased 
employee. (However they should 
not exceed such salary.) 

5. It is doubtful if the Department 
will allow a “limited period” in 
excess of two years although 
there is some ground for believ- 
ing that the Courts may uphold 
a longer period depending upon 
the circumstances of each case. 

6. Contracts to make payments to 
deceased officers’ widows and 
next of kin who are also stock- 
holders will bear close scrutiny. 


Taxability of Receipts 

Now to consider the status of such 
payments to the recipient. At the out- 
set, it is important to note that the 
non-taxability to the widow of pay- 
ments received and their deductibility 
by the payor are not mutually exclu- 
sive. Such payments can be tax-free to 
the recipient and, at the same time, be 
deductible as a business expense by the 
payor. Thus I.T. 3329,1! which per- 
mitted a deduction by the payor of pay- 
ments made to the widow, also held 
that the payments were tax-free to the 
recipient. Other rulings have also sus- 
tained this determination.!? 

Basically, whether the payments are 
includible in the income of the recipient 
or are to be considered as tax-free gifts 
depends on the intention of the payor.!3 
It is immaterial that no services were 
rendered by the recipient.!* If the pay- 
ments made are additional compensa- 
tion for past services rendered by the 
deceased employee, they would appear 
to be taxable income to the recipient and 
not gifts. If however they are made in 
recognition of past services rendered by 
the deceased employee, they may or 
may not be taxable to the recipient, de- 
pending on the intention of the payor. 

In the very recent case of Louise K. 


120.D. 1017, C B Dec. 1921, p. 101; T.D. 2090, Dec. 14, 1914; L.O. 1040, C B Dec. 1920, 


p. 120. 


13 Bogardus v. Commissioner, 302 U.S. 34 (1937). Estate of Grace McAdow, 12 TC, 


No. 45 (1949). 


14 Varnedoe v. Allen, 158 Fed. (2d) 467; cert. den., 330 U.S. 821. 
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Aprill, 13 TC No. 92, November 8, 
1949, petitioner received payments from 
her deceased husband’s employer pur- 
suant to a resolution of the Board of 
Directors passed after the husband’s de- 
cease authorizing said payments in rec- 
ognition of services rendered by the 
deceased, at the rate of $1,333.33 per 
month from January 1, 1942, to March 
31, 1943. In March, 1943, another reso- 
lution extended the payments to March 
31, 1944. Petitioner’s husband had been 
an officer-stockholder of the payor and 
his salary had been at the rate of 
$1,333.33 per month. The resolution 
passed by the Board of Directors was 
made pursuant to advice by the com- 
pany’s auditor that under I. T. 3329 
such payments over a limited period 
could be deductible by the corporation 
and not taxable to the recipient. Peti- 
tioner, who inherited her husband's 
stock, became a director and president 
of the payor corporation but rendered 
no services to the corporation until 
April 1, 1944, when all payments in 
issue had been made. Petitioner did not 
include in her gross income any of the 
payments received during the years 
1942, 1943, and 1944, covering a pe- 
riod of 27 months. The only question 
at issue was whether the payment re- 
ceived in 1944 (the last three months), 
amounting to $4,000, should be ex- 
cluded from taxable income as a gift 
or taxed either as compensation for 
services or as a distribution of profits. 
The Court held that the payments were 
gifts and non-taxable to the recipient. 
Said the Court: 


“|. . the present inquiry must be di- 
rected to the purpose which motivated the 
corporation in making (the payments). 
: . We cannot perceive even a remote 
connection between the payments and serv- 
ices rendered by petitioner, who began em- 
ployment only after all of the payments in 
issue had been made. . . . And no obliga- 
tion of any kind existed to compensate 
petitioner further for her husband's past 
services. ... The facts that the corporate 
resolution referred to the payments as ‘in 
recognition of his (Anthony Aprill’s) serv- 





ices, ... and that (the payor) deducted 
the payments as salary expense on its 
books and in its returns . . . are satisfac- 
torily explained by the desire of its officers 
to comply with I.T. 3329 in which identical 
language was used and identical treatment 
authorized.” 


The Court also ruled against the 
Commissioner’s contention that the pay- 
ments were distributions of profits by 
pointing out that the other principal 
stockholder would not have acquiesced 
in such distributions without receiving 
his aliquot share. 

It is also interesting to note that the 
Commissioner had denied the payor 
corporation a deduction for payments 
made during the final five months, but 
the taxpayer did not contest this dis- 
allowance and, therefore, the issue of 
what is a “limited period” did not come 
before the Courts. 

Where the payments are made pur- 
suant to a contractual obligation, it is 
clear that the payments are taxable to 
the recipient.'® Under Section 126(a) 
(1)(B), amounts of gross income in 
respect of a decedent are taxable to 
the recipient where the recipient ac- 
quires the right to receive such amounts 
by reason of the death of the decedent. 
Even before the addition of this section 
to the Code by the Revenue Act of 
1942, this view prevailed in Court de- 
cisions. In Flarsheim v. U. S.,'® de- 
ceased had contracted with his em- 
ployer that upon his death his wife 
would receive up to $12,000 annually 
as additional compensation for the re- 
mainder of her life. The Court held 
that the contract vested in the recipient 
an enforceable right to receive a share 
of the business income after the hus- 
band’s death and therefore constituted 
taxable income to her. Said the Court: 

“, . the . . . contract vested in appel- 

lant upon its execution a right to receive 

income. .. . Her right was an equitable 

charge upon the business itself which a 

court of equity would enforce.” 

The court also distinguished the pay- 
ments from an annuity excluded from 


15 Flarsheim v. U.S., 156 Fed. (2d) 105, (1946). 


16 Footnote 15, supra. See also Seavey & Flarsheim Brokerage Co., footnote 4, supra. 
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Tax Treatment of Payments to Widows of Deceased Employees 


income under Sec. 22(a)(b)(2) by 
quoting 2 Am. Jur.: 
“The grant of the income or interest of 

a certain fund to a beneficiary during the 
term of his natural life is not the grant 
of an annuity, but is simply a grant of prof- 
its to be earned, and although directed to 
be paid annually, such a direction relates 
only to the mode of payments, and does not 
change the character of the bequest. An 
annuity is a fixed sum... whereas the 
income from a fund . . . may vary in 
amount from year to year and so is neces- 
sarily uncertain.” 

Nor does an enforceable right have 
to rest upon a contract entered into 
between employer and employee. It may 
arise from a purely voluntary plan upon 
the part of the employer. In I. T. 
3840,}7 it was held that amounts re- 
ceived by the widow or heirs of a 
deceased employee, pursuant to the 
terms of a voluntary death benefits plan 
of his employer, represented considera- 
tion for services rendered by the em- 
ployee and, therefore, constituted tax- 
able income to the recipient. Such a 
plan, according to the Bureau, even 
though voluntary, is a binding contract 
according to state laws if based upon 
services rendered and therefore the 
payments cannot constitute gifts. 


In Sutro v. U. S.18 plaintiff received 
a sum of money from her deceased hus- 
band’s employer. This sum was a 
death benefit paid by the employer pur- 
suant to a plan for life insurance and 
sickness benefits established by the em- 
ployer, and providing for payments to 
the dependents of deceased employees 
based on salary and the number of 
years served by the employee. The plan 
stated that it was voluntary and not a 
factor in the determination of wages; 
that it could be withdrawn or modified 
at any time by the employer; but that 
the employer guaranteed payment of 
“life insurance” in accordance with the 
terms of the plan existing at the time 
of the employee’s death. The Court 


171 T 3840, C B 1947— 


held the payment to be taxable income 
to the recipient and not a tax-free gift. 
“The existence of the plan was appar- 
ently part of the consideration for (the 
deceased) becoming a full time employee. 
. . . The ‘insurance’ plan .. . stated 
that it was a voluntary plan and could be 
withdrawn or modified at any time, but 
‘guaranteed’ payment according to the 
terms of the plan in force at the time of 
death or disability. The general rule is that 
a plan of this sort creates an enforceable 
obligation on the part of the employee or 
beneficiary even though the plan states 
that it is voluntary. . If there was an 
enforceable obligation, there was of course 
no gift, . 


In Varnedoe v. Allen,’9 a pension 
received by the widow of a city fireman 
pursuant to Georgia statutes was held 
to be gross income to the widow within 
the meaning of Code Sec. 22(a) and, 
therefore, taxable income to the widow, 
and not a gift or gratuity within the 
meaning of this regulation exempting 
from taxation so-called pensions that 
are mere gifts or gratuities. Said the 
Court: 

“The payments that the taxpayer re- 
ceived were awarded to her in consideration 
of services rendered to the City by her 
husband in his lifetime. They are gross in- 
come to her as compensation for services 
rendered within the meaning of Section 
22(a) of the Internal Revenue Code, and 
in our opinion are not within the excep- 
tion to the general rule with reference to 
mere gifts or gratuities.” 


The Commissioner has also held?° 
that the “ordinary death benefit” re- 
ceived by the widow of an employee of 
the Government of the Territory of 
Hawaii pursuant to Section 708 (8) 
(b), Ch, 15, Revised Laws of Hawaii, 
1945, represents consideration for serv- 
ices rendered by the employee and con- 
stitutes taxable income to the widow. 
The payment made under that law con- 
sists of 50 per cent of the compensation 
earnable by the husband during the 
year immediately preceding his death. 
It is interesting to note that under 


18D. C. Calif., June 16, ise. 30 AFTR 1618. 


19 Footnote 14, supra. 
20T T 3972, 1949-21-13207. 
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Hawaii’s law no contribution is made 
by the employee to the fund from which 
the payments are made. In the Varne- 
doe case, which involved a Georgia 
state law, part of the retirement fund 
from which the payments were made 
came from payroll deductions from the 
employee’s salaries. A strong dissent 
in the Varnedoe case argued that pay- 
ment of a pension out of public funds 
clearly constitutes a gratuity and 
should not be deemed taxable to the 
widow and that any tax due on that 
part of the employee’s salary which 
went into the retirement fund and from 
which payments to the widow were 
made was due from the employee and 
not from the widow. The Commission- 
er relied on the Varnedoe case in his 
ruling on the Hawaii payments. 

As opposed to this, the Bureau in 
a special ruling dated February 14, 
1946, held that stipends granted by 
a State law to the widows of former 
governors and the widow of the gov- 
ernor in office at the time of passage 
of the law were gifts, exempt from tax. 
This special ruling was handed down 
without explanation. 

Regulation 111 Section 29.22 (a)-2 
reads in part as follows: 

o pensions or retiring allowances paid 

by the U nited States (unless expressly ex- 

empt) or by private persons are income 

to the recipients; . . . . However so called 

pensions awarded by one to whom no ser- 


vices have been rendered are mere gifts or 
gratuities and are not taxable... 


In L. O. 1040,7! payments made by 
the Carnegie Foundation for the Ad- 
vancement of Teaching to teachers and 
their widows were held to be non-tax- 
able to the recipients because the Foun- 
dation was not the employer and no 
services had been rendered to it. The 
payments were considered gifts. 


Summary: Taxability of Receipts 

While some of these views are in 
apparent conflict, the following would 
appear to be a fair resume of the taxa- 
bility to the recipient of the type of pay- 
ments under discussion : 


21 Footnote 12, supra. 
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1. Payments made to the widow 
representing additional compen- 
sation for services rendered by 
the deceased employee are taxable 
to her. 

2. Payments made as gifts to the 
widow are non-taxable to her 
even though they may be deducti- 
ble by the payor. 

3. The payments cannot be consid- 
ered gifts unless so intended by 
the payor. 

4. An enforceable right in the 
widow to receive the payments 
negatives any intent to create a 
gift. 


IT 3329 should serve as a model if 
it is desired to secure both a tax deduc- 
tion for the payor and not have the pay- 
ment considered taxable to the recipi- 
ent. To accomplish this objective, no 
contract should be entered into be- 
tween employee and employer provid- 
ing for such payments. The presence 
of such a contract will make the pay- 
ments taxable to the recipient. It would 
seem that so long as the payments are 
in fact voluntary, are not made pur- 
suant to an agreement or enforceable 
plan, are not compensation for services 
rendered, and are paid to the widow for 
a limited period, they will be allowed 
as deductions and at the same time will 
be excluded from the gross income of 
the recipient. 

One other aspect of payments to a 
deceased’s widow should be consid- 
ered: namely, the effect on the estate 
tax. If the salary is paid pursuant toa 
contract between the corporation and 
the decedent, the contract right consti- 
tutes an asset of the decedent’s estate 
for estate tax purposes. Since such pay- 
ments would also be taxable to the 
recipient, double taxation occurs, which 
is partially offset by the provision in 
Code Section 126 (c) which permits a 
deduction for income tax purposes for 
that part of the estate tax attributable 
to the inclusion in the estate of the 
value of the contract right. 
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Statement Accounting for Variation 
in Working Capital 


By Joun N. Myer 


U’ is possible to prepare a review of 
what are usually the most signifi- 
cant financial events in the life of a 
business enterprise during an account- 
ing period by considering the current 
asset and current liability accounts as 
a unit and making a summary of the 
interaction of transactions between this 
group of accounts and other accounts. 
And since the net of all the interactions 
between the current asset and current 
liability group and the other accounts 
during a certain period of time is a 
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measure of the increase or decrease in 
working capital, the resulting statement 
is one that accounts for the variation 
in working capital in terms of the vari- 
ous types of transactons that have 
caused the change. 


The statement under discussion takes 
no cognizance of the interactions with- 
in the group of current asset and cur- 
rent liability accounts. Thus collection 
of accounts receivable and payment of 
accounts payable, conversion of ac- 
counts receivable or payable into notes, 
investment in marketable securities, 
and so forth, are not recorded in the 
statement. Only those transactions that 
affect the current asset—current liabil- 
ity group while affecting an account or 
accounts outside the group are taken 
into consideration. 

The following is an outline of such 
a statement containing most of the 
types of transactions within its scope: 


The XYZ Corporation 


Statement Accounting for Variation in 
Working Capital 


For the Year Ended December 31, 19.... 


TRANSACTIONS INCREASING WORKING CAPITAL 
(Debits to current asset and current liability accounts; credits to other accounts.) 


Sales of merchandise. 
Sales of fixed assets. 
Issue of stock. 

Issue of bonds. 


TRANSACTIONS DECREASING WORKING CAPITAL 
(Debits to other accounts; credits to current asset and current liability accounts.) 


Cost of goods sold. 
*Expenses. 


*Purchases of and improvement in fixed assets. 


Retirement of bonds, 


Dividends declared (except stock dividends). 
* Details may be given. 
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The difference between the totals 
of the increases and the decreases 
shown in this statement is the increase 
or decrease in working capital as be- 
tween that at the commencement of 
business on January 1 and that at the 
close of business on December 31. The 
statement, therefore, provides an analy- 
sis of the change in the working capital. 

An additional section may be added 
to the above statement in which the 
change in each current asset and cur- 
rent liability account is tabulated, the 
net of these changes being the total 
change in working capital which checks 
with the causes of the changes listed 
above. Also, the items may be arranged 
in various sequences in accordance with 
the use to which the statement is to be 
put in a particular instance. 


Limitations of the Statement 


The scope of the statement is limited 
to transactions increasing or decreas- 
ing the working capital. But since most 
of the significant financial transactions 
have either of these effects on the work- 
ing capital, the statement provides a 
valuable review of the financial activ- 
ities of a business. There are, however, 
various transactions of a rather unusual 
nature which may be significant in 
certain cases but which do not come 
within the scope of the statement, since 
they do not affect the working capital. 
Examples of such transactions are: ac- 
quisition of fixed assets by issue of 
stock, conversion of bonds into stock, 
and declaration of a stock dividend. 
Such transactions may be reviewed in 
some other way; they would, for ex- 
ample, be observed in a comparative 
balance sheet or one of the variants 
thereof. 


Present Status of the Statement 


There is probably no subject in all 
accounting about which there exists as 
much misunderstanding as this simple 
statement. The prime cause of the ex- 
isting confusion of thought is the use 
of the word funds. Although the state- 
ment has been given various titles in 
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which that word is included, such as 
“statement of funds’, “statement of 
application of funds”, “statement of 
sources and disposition of funds”, and 
so forth, a clear definition of the mean- 
ing of funds as used in the statement 
has never been given. The word has 
always been used in a vague manner. 

Because of the uncertainty of what 
is meant by funds various writers have 
indulged in a discussion of its signifi- 
cance. As a result many different defi- 
nitions of what it is or what it ought 
to be have been propounded ranging 
from “cash” to “all resources.” After 
reading several articles on the subject, 
one gets the impression that once upon 
a time the word funds was cast out into. 
space and now research is conducted 
to discover its meaning so that the 
“statement of funds” may be decipher- 
ed. It would appear that the searchers. 
are seeking a crime to fit the punish- 
ment. 

In addition to the inappropriate use 
of the world funds one finds the unfor- 
tunate use of the words provided and 
applied in an arrangement in which the 
statement is divided into two balancing 
sections headed “Funds Provided” and 
“Funds Applied”, leading to the nat- 
ural assumption, particularly by one not 
trained in accounting, that the state- 
ment shows how much money was 
received and what was done with it. 
But such information the statement 
cannot provide, for it is not a statement 
of cash receipts and disbursements. 


In the provided-applied arrangement 
an increase of working capital appears 
as an “application of funds” while a 
decrease of working capital is shown 
as a “provision of funds.” But to say 
that funds are provided by a reduction 
of working capital is paradoxical. The 
apologist for this method, however, 
answers that “funds provided by a 
decrease in working capital” is but a 
balancing figure and the description 
of it should not be taken literally. But 
the non-accountant, for whose informa- 
tion the statement is usually prepared,. 
cannot but believe what he reads. 
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Statement Accounting for Variation in Working Capital 


Then there is the further inept 
arrangement in which under “provi- 
sions” there is listed the net profit to 
which is added the depreciation charge, 
because a deduction from income was 
made for this item although no dis- 
bursement was made for it during the 
period under review. The non-account- 
ant who reads this cannot but assume 
that the business gets money through 
the process of depreciation. This has 
led to the inevitable conclusion in the 
popular mind that if rates of deprecia- 
tion are increased the business will 
have more money available. 


Various writers have attributed to 
the statement certain virtues that it 
does not possess. For example, one 
writer has said that it shows what be- 
came of the net profit. This it cannot 


do for the net profit on the accrual 
basis cannot be accounted for in terms 
of “funds” whether consisting of cash, 
working capital, or anything else. 
Others have said that the statement 
records all financial changes or the ebb 
and flow of wealth, but this also is not 
so since all transactions do not come 
within its scope. 

The statement accounting for vari- 
ation in working capital has not come 
into general use because the confused 
state of the literature on the subject 
has made it difficult to understand its 
purpose, Once the confusion of thought 
has been eliminated and the purpose 
and limitations of the statement under- 
stood it is likely to become a popular 
tool for business analysis. 


AN ADIRONDACK VIEW 


Well, we have seen more wintry winters than this one, but never any more taxing 
tax seasons. Every person and business seems to have had some peculiar transaction, 


or unusual event, that has tax consequences. 


Deaths, old stock of unrecorded ancestry 


sold, ee liquidations, windstorms and auto wrecks. 
Things are always changing. When the tax laws, rates or regulations don’t get 


changed, the precedents of current decisions make things different. 


Now we have a 


wave of Culbertson case precedents. It is sort of the stylish thing to do—like business 


men wearing derby hats some years ag 


Have you thought recently of the ae old days? Here is a 1926 U. S. Individual Income 


Tax Return: 


The income was $2,647, the Federal tax was $12.89 and the New York 


State tax was $11.61. The single person’s exemption was $1,500 on both. The Federal 
tax started at 14% and stopped at 5%. The New York tax started at 1% and ended 


at 3% 


And here is a 1928 U. S. Corporation Income Tax Return: There was a $3,000 ex- 


emption, if net income was below $25,360. And the tax rate was a flat (and modest) 12%. 
Well, there is one thing in life we are certain of—change. Everybody seems to be 
working to change something, all the time. Even the CPAs! 


LEonARD Houcuton, C.P.A. 


Of the Saranac Lake 


“Division” of the Adirondack “Chapter.” 
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A Note on NewYork State Unemployment 
Insurance Tax Credits 


By SAMuEL S. REss 


:: eo New York State Unemploy- 
ment Insurance Law permits em- 
ployers to establish joint accounts for 
the purpose of utilizing New York 
State Unemployment Insurance Tax 
Credits. 

In a recent New York State Unem- 
ployment Insurance Referee’s decision 
it was held that the actual utilization 
of the New York State tax credit by 
the parties to a joint account was suf- 
ficient compliance with the provisions 
of Section 577.7(b), within the time 
limited therein. 

The facts and issues before the 
referee were as follows: 

On May 13, 1949, a determination was 
issued, denying the employer’s request 
for a reallocation of a contribution rate 
credit heretofore issued for the period 
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October 1, 1947, to September 30, 1948, 
to the joint account of the employer 
and X Manufacturing Co., Inc, a 
newly organized corporation. The em- 
ployer was subject to the Unemploy- 
ment Insurance Law, and was a quali- 
fied employer pursuant to the provi- 
sions of Section 577.1(c) of the Law. 
On May 1, 1948, it transferred some 
of its functions to a new corporation 
and discontinued that portion of its 
business. It received a contribution 
rate credit for the period October 1, 
1947, through September 30, 1948. 
The new corporation started in busi- 
ness on May 1, and its first payroll re- 
port was due on or before July 31, 
covering the second quarter of that 
year. It had become subject to the 
Law as of May 1. The new firm filed 
its report and attempted to utilize a 
portion of the credit already issued to 
the employer. Thereafter, it was ad- 
vised by the Commissioner’s repre- 
sentatives that in order to utilize the 
credit, it would have to establish a 
joint account with the employer. On 
October 1, both firms requested the 
establishment of a joint account pur- 
suant to Section 577.7 of the Law. The 
establishment of this account was ap- 
proved by the Commissioner and cov- 
ered the period October 1, 1947, 
through September 30, 1953. There- 
after, both employers filed their pay- 
roll reports for the third quarter of 
1948, and utilized a portion of the tax 
credit issued. 


On October 29, similar letters were 
sent to each of the employers by the 
Commissioner, requesting that he be 
notified of an allocation of the tax 
credit by November 30, 1948, ir? ac- 
cordance with the provisions of Sec- 
tion 577 of the Law. On November 
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10, the employers replied requesting 
that 62 percent of the tax credit in the 
joint account be issued to the new cor- 
poration and 38 percent to the original 
employer. On December 15, a notice 
was sent to the employer, advising it 
that it had utilized more than the tax 
credit available to it for the period 
October 1, 1947, through September 
30, 1948, pursuant to the allocation 
made in accordance with its letter of 
November 10, and that it owed 
$1,269.83. The new corporation did 
not utilize 62 percent of the tax credit 
for that period. 

The original employer argued that 
its allocation outlined in the letter of 
November 10, was a prospective one 
on its part, and that it did not believe 
that the allocation was retroactive to 
the period October 1, 1947, through 
September 30, 1948. It contended that 
at that time the amount of the tax 
credit utilized by each of the entities 
had already been established; that the 
period for which the tax credit could 
be utilized had already passed; that it 
could have submitted the actual dollar 
allocation it desired had it believed that 
the request of October 29 was retro- 
spective ; and that the letter of October 
29 to the employers was ambiguous 
and did not advise the employer for 
which period allocation was requested. 

On December 27, a notice regarding 
a tax credit issued for 1948 was for- 
warded to the parties and requested 
allocation of such credit. Neither re- 
plied to that letter. At the hearing, 
the employer’s representative testified 
that it did not reply to the letter of 
December 27, because it had already 
made its election in the letter dated 
November 10. 

The Commissioner’s representative 
argued that the failure of the employer 
to allocate properly the tax credit is- 
sued for 1947-48 was due to its negli- 


gence, and that the employer may not 
be relieved of its consequences. The 
employer contended that its election of 
November 10, 1948, was for the ensu- 
ing year and was interpreted so to be 
because of the ambiguity of the letter 
requesting the allocation. 


The referee decided that the original 
employer's position was well taken. 
He said: 


“T have noted the contents of the letter 
of October 29. Nowhere therein does it 
appear that the allocation was requested 
for the tax period already expired at 
that time. When the original employer 
made its election, the period for the utili- 
zation of the tax credit had already passed 
and it reasonably assumed that the allo- 
cation was requested for the ensuing year. 
Of persuasive significance is the fact that 
at the time of the election as the period 
for the utilization of the contribution rate 
credit had expired, the original employer 
and the new corporation had the actual! 
dollar value of the allocation it desired. 
It reasonably assumed that its election for 
the 1947-48 period had been made known 
to the Commissioner and that therefore the 
request contained in the letter of October 
29, was prospective. The ambiguity of the 
letter led to such conclusion. Under the 
circumstances, I believe that the employer 
should be relieved of its, error and that its 
request for a reallocation be granted. 

“There remains the question of what al- 
location between the joint account parties 
should be made. The time limited by the 
Law for a formal allocation expired on 
November 30, 1948. No formal request for 
allocation can be made at present. The 
actual utlization of the credit by the 
parties to the joint account was sufficient 
compliance with the provisions of Section 
577.7 (b), within the time limited therein. 
The employer substantially complied with 
its provisions. (Matter of Russian Kretch- 
ma Inc., 296 N.Y. 945, affirming Appeal 
Board, 13,101-46) 

“The determination is overruled. 

“The joint account of the employer 
should be allocated as reported in its pay- 
roll reports.” 


The $1,269.83 assessment was abated 
and the taxpayer’s failure to comply 
strictly with the statute was excused. 
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Conducted by BENJAMIN Harrow, C.P.A, 


Information Returns— 
Personal Income Tax 


Spencer E. Bates, President of the 
State Tax Commission recently indi- 
cated that during 1950 the Commission 
will press for complete and accurate 
information reports by all New York 
State employers. Under the Income 
Tax Law employers are required to 
report 1949 payments of $1,100 or more 
to employees who are single or heads 
of family, and payments of $2,750 or 
more to employees who are married. 
These reports are made on Form 105 
and should be filed with the Albany 
office of the New York State Income 
Tax Bureau by February 15th, togeth- 
er with Form 106, which is a summary 
and letter of transmittal of Forms 105. 
Failure to file these information returns 
subjects employers to penalties under 
the law. Article 557 of the Regulations 
provides for penalties of not more than 
$1,000. In addition, the employer is 
guilty of a misdemeanor “and _ shall 
upon conviction be fined not to exceed 
$1,000.00 or be imprisoned not to ex- 





BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. 

Mr. Harrow has been a member 
of the American Institute of Ac- 
countants since 1922 and is a mem- 
ber of the New York Bar. He is 
now serving on the Society's Com- 
mittee on Federal Taxation, and its 
Committee on State Taxation. 

Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 
New York City. 
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ceed one year or both at the discretion 
of the court.” These penalties may be 
asserted where the failure to make the 
return is done with the intent to evade 
a tax, 

The information returns are matched 
against the individual income tax re- 
turns filed by employees. In this way 
the Commission is able to make some 
kind of check on the correctness of 
returns filed. The information returns 
take into account the optional ten per- 
cent deduction to which every taxpayer 
is entitled, but individuals must never- 
theless file income tax returns if they 
are single and have a net income and 
net capital gain of $1,000 or more, or 
if they are married and the combined 
net income and net capital gain of both 
spouses is $2,500 or more. 

An employer must report payments 
of salaries, wages, etc., as well as inter- 
est, rents, and other fixed or determin- 
able gains, profits and income. In the 
case of compensation for personal serv- 
ices, the employer must give the social 
security number of the employee. A 
corporation that pays interest on its 
registered bonds must report those pay- 
ments where they exceed the stated 
amounts of $1,100 to single payees or 
$2,750 to married payees. No return 
of information is required of the pay- 
ment of interest coupons to bearer. 

Payments of dividends are not re- 
quired to be reported. However, Article 
287 of the Regulations provides that 
the Tax Commission may either spe- 
cially or by general regulation require 
every corporation to render a return 
of dividend payments. 

Article 288 of the Regulations enum- 
erates a list of payments that need 
not be reported. This list includes bills 
paid for merchandise, professional serv- 
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ices, and similar charges. Retainers 
paid to professional persons on an 
annual or periodic basis are reportable 
as fixed or determinable income. 
Payments of rent to a real estate 
agent need not be reported, but the 
real estate agent must report the pay- 
ments made to the landlord. That por- 
tion of annuities representing income 
is reportable. Annuities representing 
the return of capital are not reportable. 
Payments made by a broker to his 
customer need not be reported where 
these relate to profits made in security 
trading. As to interest paid or credited 
to customers, reports are required. 
Forms 105 and 106 apply only to 
payments made to resident taxpayers. 
If the payments are made to non-resi- 
dent taxpayers, the employer is re- 
quired to withhold the tax and Forms 
102 and 103 are used to report this 
information to the Tax Commission. 


Returns of Husband and Wife 
Where Taxpayer Dies During 
the Year 


Normally, a husband and wife may 
file a joint return if they live together. 
(Sec. 367) The Regulations (Art. 
521) explain this to mean living to- 
gether for the entire year. Therefore, 
if one spouse dies during the year a 
joint return may not be filed. That 
also had been the federal rule until the 
1948 amendments to the Internal Rev- 
enue Code, which now permit the filing 
of a joint return even though one 
spouse has died during the year. 

One of our members wanted to 
know what returns would be required 
where a spouse died on January 19, 
1949, For the year 1948, a final joint 
return or two separate returns could 
be filed for husband and wife by April 
15, 1949. In addition, a separate re- 
turn should be filed for the decedent 
for the period from January 1, 1949, 
to January 19, 1949. This return must 
be computed on the accrual basis even 
though the decedent regularly report- 
ed on the cash basis. (Sec. 358.1) 
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However, like the federal rule, the ex- 
ecutor may include such accrued items 
in a return filed on behalf of the estate 
if he acquires the right to receive such 
amounts. If any other taxpayer ac- 
quires the right to receive such items 
by reason of the death of the decedent, 
such taxpayer may agree to include 
the accruals in his tax return. The 
law also provides for the filing of a 
bond with the Tax Commission safe- 
guarding the payment of the taxes due 
on such accrued items. 

For 1949, the wife will be required 
to file a separate return covering her 
own income for the calendar year 
1949. Any income the wife may have 
had for the period from January Ist 
to January 19th may not be included 
in the return filed for the deceased hus- 
band covering this period. 


Something About Domicile 


Domicile is a legal relationship of a 
person to a place. Briefly it is a person’s 
home, which means the place where he 
lives and has his principal establish- 
ment. The concept of domicile carries 
with it the idea of a fixed place of 
abode with the intention that it be 
permanent rather than transitory. If 
a person has such a home in New York, 
he gives the state jurisdiction to tax 
him on all of his income from all 
sources. 

The Income Tax Law taxes all resi- 
dents, but the term resident includes, 
first, any person domiciled in the state. 
(Sec. 350.7) A person may have only 
one domicile at a time, although he may 
have more than one residence, The 
only exception to taxing a person domi- 
ciled in New York as a resident is 
the case where the person has no per- 
manent place of abode within the state, 
but does maintain a residence without 
the state and, in fact, does not spend 
more than thirty days of the year with- 
in the state. The state is willing to 
make this exception principally for the 
reason that the domicile of a person 
will give the state jurisdiction to tax 
his estate at death, regardless of the 


167 








The New York Certified Public Accountant 


fact that he had no home (residence) 
within the state. 

A wife’s domicile follows that of her 
husband, but she may acquire a sep- 
arate domicile. The latter provision is 
a modern development since, under 
common law, a wife could not freely 
acquire a domicile separate from that 
of her husband. This provision may 
result in close situations affecting the 
extent of the taxability of a person. 

Take a situation submitted to us 
recently : An individual had been domi- 
ciled in New York for years. He had 
a permanent place of abode in New 
York. It was a home owned by his 
wife. The wife had a very strong at- 
tachment to her family and, in fact, 
several brothers and sisters lived with 
the husband and wife in the home. 
During the war the husband’s business 
interests involved considerable activity 
in Michigan. In 1946, the husband 
made up his mind to change his domi- 
cile from New York to Michigan. In 
addition to the fact that homes were 
not readily available in Michigan, the 
wife, because of her family attachments, 
did not wish to give up her home in 
New York to accompany her husband 
to Michigan, 

To establish a new domicile there 
must be an intent to change, actual 
removal, and the acquisition of a new 
abode. The husband left for Michigan 
without his wife and set up a new 
abode either at a hotel or at the home 
of the manager of a plant. During 
1946, the husband did not spend thirty 
days in New York. When he visited 
in New York, he of course resided at 
the home owned by his wife. Has there 
been a change of domicile that will be 
recognized by the Tax Commission? 
According to the taxpayer, there was 
a change of domicile, the abandonment 
of the New York domicile, and the 
acquisition of new domicile. According 
to the various provisions in the law 
and regulations taxpayer had prob- 
ably acquired a new domicile. But what 
constitutes domicile is a question of 
fact rather than law and the Tax Com- 
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mission will look into all the circum- 
stances in determining the question. 
Weighted against the taxpayer is the 
fact that the home in New York had not 
been abandoned. It was the place to 
which the husband returned when he 
came to New York. It is true that a 
wife may have a separate domicile, but 
other circumstances would have to be 
submitted to overcome the presumption 
that the old home had not been aban- 
doned, For example, the place of vot- 
ing is important evidence of domicile. 
Other factors would be the mailing 
address of a taxpayer, statements made 
in license applications, establishment 
of business and social contacts. Since 
the Commission would probably not 
recognize a change in domicile on the 
ground that there was a permanent 
place of abode in New York, the tax- 
payer would not come within the thirty- 
day rule. He therefore would still be 
taxed as a resident on all of his income 
from all sources. 


Some Comments on Form 201 


Compensation as an employee is re- 
portable at item 10. Directors’ fees 
would be shown here, but any traveling 
expenses incurred in connection with 
attendance at directors’ meetings are 
deductible unless taxpayer elects to 
take the optional deduction, which is 
10% of gross income. 

The personal exemption for a single 
person is $1,000. For a husband and 
wife the exemption is $2,500, and that 
is also the exemption for a head of a 
family, a status still recognized under 
the state Income Tax Law, although 
no longer available under the Internal 
Revenue Code. If the personal exemp- 
tion exceeds the net income, the excess 
may be applied to reduce the net capital 
gain. 

A change of residence requires the 
filing of two returns, a resident return 
and a non-resident return. However, 
the tax is not calculated separately on 
each return. Taxable net income shown 
on both returns is added together be- 
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fore computing the tax. The actual 
computation is made on a rider which 
is attached to the return. 

The form asks for information con- 
cerning changes in net income made by 
the Internal Revenue Bureau for 1947 
and 1948. 

The optional 10% deduction is com- 
puted on page 2 of the return. This 
may not exceed $500 and, if the tax- 
payer elects to use the optional deduc- 
tion, he must remember that it is limit- 
ed to 10% of gross income and is in 
lieu of all other deductions including 
other business deductions, 

Taxable interest includes interest on 
bonds of other states, even though the 
latter would be exempt from federal 
income tax. Under our system of di- 
vided sovereignty it would appear that 
a state has a greater power to tax than 
the federal government. This is an 
anomalous situation which the United 
States Supreme Court will some day 
resolve. 

On so-called tax-free covenant bonds 
there is no credit for the tax paid at 
source, such as the federal govern- 
ment allows with respect to such bonds 
issued before January 1, 1934. 

Dividends paid in stock (stock divi- 
dends) are not subject to tax. The 
state rule is more liberal than the fed- 
eral rule and does not go into the re- 
finements resulting from the Koshland* 
decision to determine when a stock 
dividend is non-taxable and when it 
may be taxed. 

A bad debt recovery is taxable income 
unless the deduction for the bad debt 
allowed within a period not more than 
three years prior to the year of recovery 
did not result in a reduction of tax. 

The proceeds of an endowment pol- 
icy results in ordinary income, not 
capital gain, the same as under the 
federal rule. The difference between 
the amount received at maturity and the 
premiums paid is taxed as income. 

Deductible taxes include personal 
payments such as auto registration, 





New York City sales taxes, the New 
York State gasoline tax (now four 
cents a gallon), customs duties, federal 
admissions taxes, the federal tax on 
safe deposit boxes, cable and radio 
messages, telephone calls, and on trans- 
portation, the stamp tax on a real 
estate deed, club dues, etc. The federal 
luxury tax on fur and luggage is not 
deductible by the consumer. Neither 
the federal income tax paid nor the 
New York income tax is deductible. 
State and federal stock transfer taxes 
are deductible, but only as capital de- 
ductions for purposes of the separate 
tax on capital gains. A dealer in secur- 
ities may, however, deduct such taxes 
from ordinary income. 

Unlike the federal law, life insurance 
premiums are deductible up to $150. A 
New York resident may take a deduc- 
tion for contributions even though the 
organization is located outside the state. 
A non-resident may deduct such con- 
tributions only to organizations within 
the state. 


Net Capital Gain Tax 


This tax is computed separately from 
the tax on ordinary net income. The 
rates are one-half the normal tax rates. 
Gains are taxable in full, there being no 
limitation based upon a holding period. 
Losses are similarly deductible in full, 
except that no part of a net capital loss 
may be deducted from ordinary income. 
However, a net capital loss may be 
carried over for a period of five suc- 
ceeding taxable years and offset against 
capital gains in the later years. 

The basis for determining gain or 
loss in the case of property acquired 
by gift after December 31, 1927, is the 
donor’s basis. In the case of gifts made 
prior to that date, the market value on 
the date acquired is the basis. Worth- 
less securities are deductible only as 
capital losses. The state law does not 
disallow a loss by reason of the ac- 
quisition of similar or identical securi- 
ties within a period thirty days before 


* Koshland v. Helvering, 298 U.S. 441 (1936). 
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or thirty days after the sale of a se- 
curity (wash sales). 

The state law does not allow a de- 
duction for an operating loss sustained 
in a business either against ordinary 
income or as a capital loss. 


The Unincorporated Business Tax 


This is computed separately, on 
form 202, by every individual or part- 
nership carrying on an unincorporated 
business within New York. A return 
is required if gross income exceeds 
$10,000 or if net income exceeds the 
exemption allowed of $5,000. 

The computation of net income from 
business is generally similar to the 
computation for purposes of the per- 
sonal income tax. The basis for deter- 
mining losses, bad debts and deprecia- 
tion is January 1, 1935, the effective 
date of the Unincorporated Business 
Tax. Interest and dividends are sub- 
ject to this tax only if such income is 
received from assets of a_ business. 
Capital gains or losses are included 
in taxable income if the transactions 
are connected with the activities of the 
business. The fair market value of 
property on January 1, 1935, is a factor 
in determining gain or loss. 

A deduction is permitted for the 
services of a taxpayer actually ren- 
dered. This deduction is limited to 
20% of the net income before consider- 
ing this salary deduction, or $5,000, 
whichever is lower. 

Only income allocable to New York 
business is subject ot this tax. If sep- 
arate accounts are maintained for the 
New York business, the apportionment 
is permitted on such basis. Otherwise, 
income must be apportioned according 
to the factors of real and tangible per- 
sonal property, wages, and sales. No 
apportionment is permitted for rents 
on property located within New York 
or gains on sale of such property. An 
allocation is permitted only if the tax- 
payer has a place of business outside 
the state, 

In the case of a partnership subject 
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to this tax, an exemption is allowed 
for the interest of a partner to the ex- 
tent that such amount is included in 
the net income of such partner, allo- 
cable to New York and taxable under 
Art. 16A (income tax) or Articles 9A, 
9B or 9C (franchise tax on business 
corporations and banks). 

The rate of tax is 4% and the entire 
tax is payable at the time of filing the 
return. 


Proposed Legislation—Deduction 
for Federal Income Tax 


A bill has been introduced in the 
Assembly (A. B. 196) to permit a 
deduction from gross income of the 
federal income tax paid by a taxpayer. 
For years taxpayers have urged such 
a bill, particularly since the federal 
law permits a deduction for the state 
income tax. The Tax Commission has 
never approved such a bill, since it 
would mean quite a reduction in the 
revenue. If the reduction were too large 
it might necessitate an increase in the 
tax rates. The Governor has already 
indicated that the state will have a 
deficit in the coming fiscal year and 
probably he wouid not look with favor 
on a measure that would reduce the 
revenue and so increase the deficit. It 
should be noted that each year there has 
been an overall percentage reduction 
in the tax for all taxpayers (10% for 
1948, 40% for 1947, 50% for 1946). 
There is much to be said in favor of 
a provision in the law allowing a de- 
duction for federal income taxes paid. 
If the loss in revenue would be too 
great, the Tax Commission might con- 
sider approving such a measure and 
eliminating any reduction in the overall 
tax for 1949, 


Proposed Legislation—Real Estate 
Corporations—Dividends 


A bill has been introduced in the 
Senate (Int. No. 200) to amend Sec. 
182.1 of Art. 9. This bill would en- 
large the meaning of the term dividend 
to include “any consideration given by 

(Continued on page 173) 
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Conducted by Louis H. Rappaport, C.P.A. 


Proposed Extension of 1934 Act to Certain 


Unregistered 


The provisions of the Securities Ex- 
change Act of 1934 would be extended 
to more than a thousand corporations 
not now affected by the Act if a pro- 
posal of the SEC is enacted into law. 


The Commission’s proposal has been 
embodied in a bill introduced in the 


- Senate by Senator J. Allen Frear, and 


endorsed recently by President Tru- 
man. It would have the effect of extend- 
ing certain provisions of the 1934 Act 
to corporations having more than 
$3,000,000 of assets and more than 300 
stockholders. 


Proposal Based on Surveys: In 1946 
the SEC made a similar proposal, based 
on a study it had made which, in the 
Commission’s opinion, pointed to the 
need for legislation to protect investors 
in certain unregistered securities. The 
1946 study included, among other 
things, a survey of the accounting prac- 
tices of a number of corporations not 
subject to SEC requirements, with a 
view to determining whether investors 
in these companies were furnished in- 
formation which the Commission con- 
siders important and which would be 
made publicly available if these com- 
panies were compelled to comply with 
the reporting and other requirements 








Louis H. Rappaport, C.P.A., has 
been a member of the Society since 
1933. He is a partner in the firm of 
Lybrand, Ross Bros. & Montgomery, 
C.P.A’s., and is also a member of 
the American Institute of Account- 
ants and of the American Account- 
ing Association. 
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Corporations 


of the SEC. The current proposal also 
is based in part on an examination of 
the financial reporting and other prac- 
tices of a number of corporations that 
do not presently file financial state- 
ments with the Commission. 


Statement Survey Based on SEC 
Standards: The principal accounting 
requirements of the SEC are embodied 
in its Regulation S-X. For the purpose 
of evaluating the accounting practices 
of corporations not subject to its juris- 
diction, the Commission used that reg- 
ulation as a sort of touchstone. 


After the 1946 study was published, 
it was suggested that a fairer basis for 
evaluating the reporting practices of 
unlisted companies would be to com- 
pare their reports with those sent by 
listed corporations to their stockholders, 
The SEC rejected this basis then and 
has rejected it again principally for the 
reason that, in adopting Regulation 
S-X, the Commission has set its mini- 
mum standard for financial statements 
for investors. The financial statements 
in stockholders’ reports of listed com- 
panies are not subject to SEC jurisdic- 
tion, and these statements, with very 
few exceptions, do not comply with all 
the requirements of Regulation S-X. 
As to such companies, however, the in- 
vestor or analyst may consult the files 
of the Commission or obtain photo- 
copies of information required to be 
furnished by such companies. 

Some might be inclined to question 
the Commission’s approach in the pres- 
ent survey since by implication it seems 
to be critical of the practice of listed 
corporations in reporting to their stock- 
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holders. That implication was probably 
not intended. In using Regulation S-X 
as a measuring stick, the SEC probably 
meant to say merely: “In their reports 
to stockholders these unlisted corpora- 
tions (which do not file statements with 
us) omitted certain information which 
our requirements would have elicited.” 

Scope of Survey: The staff of Com- 
mission in 1946 examined the financial 
reporting practices of 119 companies 
which did not file their statements with 
the SEC. On the basis of the standards 
established by the Commission, it con- 
tended that most of those companies 
issued financial reports which were in 
some degree “misleading or inade- 
quate.” The new study was under- 
taken in 1949 and covered 61 of the 
119 companies examined in 1946 and 
in addition 98 new companies, making 
a total of 159, each of which had assets 
of more than $3,000,000 and more than 
300 security holders. The Commission 
states “we believe these companies to 
be a representative sample of such cor- 
porations as would fall within the scope 
of the proposed legislation.” 


Omission of Prime Financial State- 
ments: Of the 159 companies studied 
it was found that 19 of them did not 
publish one or more of the three prime 
statements which are essential to any 
analysis of the condition of a business, 
viz., the balance sheet, statement of in- 
come and statement of surplus. 

The Balance Sheet: The Commission 
found 89 balance sheets, judged by its 
standards, to be deficient. The deficien- 
cies related primarily to disclosures 
with respect to fixed assets, inventories, 
reserves and capital stock but there 
were also such omissions as the failure 
to report dividend restrictions where 
such restrictions were known to exist 
and the failure to segregate receivables 
into amounts due from officers and em- 
ployees and amounts due from custom- 
ers. The Commission was critical of 
companies which show their fixed assets 
in a lump sum without indication of 
whether they were land, buildings, ma- 
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chinery, equipment or some other type. 
(This break-down is not required by 
Regulation S-X in balance sheets filed 
with the SEC, but it is required in a 
supporting schedule of fixed assets). 
In several balance sheets the amount of 
the depreciation reserve was not indi- 
cated. Also, the Commission states, 
“frequently there was no mention of 
the basis upon which the company car- 
ried its assets.” 


In many of the balance sheets studied 
inventories were shown as a single fig- 
ure, and some did not indicate the 
basis upon which inventories were val- 
ued. In many of the reports which 
showed marketable securities (other 
than U. S. Government securities ), dis- 
closure was not made of market value. 


Some companies did not classify 
surplus as to its source, i.e., earned, 
capital, revaluation or paid-in. 


In those statements that showed re- 
serves other than for depreciation, it 
was impossible to ascertain in one-half 
of them the purpose for which the re- 
serves had been established. 


A number of the reports did not 
show the number or classes of capital 
stock outstanding, or combined the cap- 
ital stock liability with the surplus ac- 
count. In a small number of cases the 
SEC found treasury stock to be im- 
properly shown as an asset; in one re- 
port dividends on treasury stock were 
shown as income to the company. 


The Income Statement: Income 
statements were not furnished by a few 
of the companies studied, but a large 
number furnished statements which the 
SEC said were deficient in material re- 
spects. Many companies failed to dis- 
close sales or cost of sales; some of 
them furnished neither item. 


The Commission took exception to 
those cases which did not show the 
amount of income before deducting in- 
come taxes, and also to those using the 
“single-step” income statement instead 
of the conventional form of income 
statement. 
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Explanatory Material: The Com- 
mission says that financial statements 
are rarely understandable without ex- 
planations, which usually appear in 
footnotes. As an example of such notes 
the Commission cites those which deal 
with the accounting policies followed 
by a company with respect to disclosure 
of restrictions on surplus, the basis for 
determining the depreciation provisions 
and valuation of inventories. Such ex- 
planatory material was absent from the 
great majority of the statements exam- 
ined. 

Auditors’ Reports: In five reports 
the Commission found the auditors’ re- 
ports deficient. In two of them the 
certifying accountant stated that no 
verification had been made of the inven- 
tory amounts and that accounts receiv- 
able had not been confirmed; in three 


cases the accountant said physical tests 
of inventories had not been made. In 
each of these reports the certificates 
stated that the examinations conformed 
to generally accepted auditing stand- 
ards. 

Nonfinancial Comments: The pres- 
ent proposal to extend the provisions of 
the 1934 Act to certain unlisted com- 
panies is based not only on the Com- 
mission’s survey of the financial report- 
ing practices of a number of such com- 
panies, but also on other grounds. The 
Commission is critical of the proxy 
soliciting practices of some unlisted 
companies. The Commission also be- 
lieves that the provisions of the 1934 
Act designed to protect investors 
against trading by corporate insiders 
should be extended to this group of 
large unlisted companies. 


New York State Tax Clinic 


(Continued from page 170) 


a corporation for the purchase of its 
own stock in excess of the considera- 
tion received by it for the issuance of 
such stock . .’ The effect of the 
amendment would be to subject such 
excess to the 2% tax on dividends. 
Since the purchase of its own stock by 
a corporation can be made only out of 
the surplus of a corporation, such a 
transaction in effect is a distribution 
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of surplus and, under the franchise 
tax law, a surplus distribution is con- 
strued as a dividend subject to the 
additional tax of 2%. Even without 
the amendment, in the opinion of this 
editor, the transaction could properly 
be subject to the tax on dividends. The 
amendment would eliminate any doubt 
as to the power to tax such a trans- 
action as in part a dividend. 

















| The Shoptalkers 

















Conducted by Lewis Gtutck, C.P.A. 


There was a steady hum of conversa- 
tion that Wednesday when the Shop- 
talker arrived. As he gave his belated 
order he could hear snatches of con- 
versation praising or condemning Tru- 
man and Acheson; worries about the 
white-collar provisions of the new 
Wage-and-Hour law, effective that 
day ; the impending appearance of both 
Godfrey and Hope on the same pro- 
gram (and N. B. C. at that) ; and sev- 
eral other less mentionable things. But 
gradually Oldtimer’s calm voice became 
dominant. 

“That Haywood Lumber Company 
case is not too good for us. The court 
held that the taxpayer was not negli- 
gent. But the C. P. A.—how about 
him ?” 

“Reminds me,” said the Kid, “of a 
story they used to tell about a chap 
who was a big shot in Henry Ford’s 
company before Ford acquired Lincoln. 
One day he appeared on Detroit’s 
streets driving a Marmon. Some friends 
met him, and complained. They did 
not blame him for getting a better car, 
but why go to Indianapolis for it? 
Weren't Packard and Cadillac good 
enough? Why couldn’t he patronize 
his home town and state? The account- 





Lewis Gtiuick, C.P.A., who has 
been a member of our Society since 
1924, has resumed the practice of 
accountancy in the East. 

Mr. Gluick, who had been writing 
under the name of The Shoptalker 
in other magazines since 1928, re- 
cently brought his group of Shop- 
talkers to our columns. We would 
welcome your acceptance of his in- 
vitation to participate in the discus- 
sions, 
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ant replied that he had been solicited 
by the Marmon Company. Nobody in 
Detroit had asked him.” 

“Good story, Kid,” said Oldtimer, 
“and strictly in point. But must we wait 
to be asked to give our clients advice?” 

“Tt’s polite to do so,” said Philo. 

“It’s unprofitable too,” said Star. 
“Awfully hard to collect for unasked 
advice.” 

“Well,” said Oldtimer, “it’s all a 
matter of tact and tactics, and just like 
in tax cases, each case must be decided 
or the surrounding circumstances.” 

“Let’s hear from the Shoptalker,” 
said Philo. 

“Thanks,” responded the Shoptalker, 
“but I’m getting chary of expressing 
myself. Too many editors have -cen- 
sored copy that appeared harmless ; too 
many people are too sensitive about too 
many things nowadays. Why a year or 
so ago I published an honest criticism 
of some teaching methods and was 
astounded at the reaction I got from 
teachers. I looked at the matter from a 
practical viewpoint and I stuck to my 
opinion: a tax course that does not 
familiarize the students with the forms 
most used is not preparing them prop- 
erly for work in public accounting. And 
you should have heard the squawks 
I’m still getting from teachers who omit 
that essential. So I don’t want to get 
into any more controversies which I 
didn’t start.” 

“Wise man,” said Oldtimer. “But 
have you found any human interest 
or humor in recent cases?” 

“Look!” exclaimed the Kid, “Shop- 
talker has no patent on finding humor. 
Let me tell one.” Nobody objected. 

“There’s a case of a man named 
Snyder. Came out of Pennsylvania 
right after Christmas. Jury trial de- 
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The Shoptalkers 


cided in favor of a father-and-son part- 
nership. There aren’t any belly-laughs 
in the judge’s charge to the jury, but 
there is some good plain language and 
a number of smiles if you read it re- 
laxed. That judge is folks.” 

“My opinion exactly,” said the Shop- 
talker, “nothing sharply quotable, yet 
all pleasant. But the best case in years, 
not for fun, but for opinion, is that of 
Kelly. Judge Jones’ conclusion ought 
to be made compulsory reading for 
every tax collector, not just I. R. A’s.” 

“Let’s hear them,” said Oldtimer. 

“IT came prepared,” said the Shop- 
talker, as he took a memo book from 
his pocket. “Listen.” 

““By every rule of fair play which we 
have known from our youth, this tax 


should not be exacted. The ends of jus- 
tice require the refund of this tax.’”’ 


“Pungent enough,” said Philo, “but 
how come? What had the Treasury 
done?” 

“Seems a life insurance agent, with- 
out authorization, inserted something 
on the application form which gave the 
deceased Mrs. Kelly what section 811g 
calls ‘incidents of ownership’, and the 
Treasury would not believe any differ- 
ent. So the executor had to pay over 
$10,000 in taxes, and now the estate 
will get back the money.” 
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“With interest, too!” said the Kid. 
Everybody thought that amusing, so 
the Shoptalker reports it without giv- 
ing approval. A lot of things sound 
funny when said under certain circum- 
stances by certain people, but are dreary 
in cold type. 


Contribution 


A member of the New York State 
Society of CPAs. who describes him- 
self as one of our “rooters” wrote us 
as follows: 

“T was rather amused on one engagement 
when the accounts receivable were six 
thousand out, the reserve for unearned 
profits ten thousand under, and the reserve 
for perpetual care out another ten thousand. 
I was criticized for putting in time trying 
tc locate where the differences arose. They 
were just written off to surplus and the 
company went on with a clean slate. Of 
course, the fact that the shortage in receiv- 
ables could have represented peculations 
was of no material value.” 


Needless to say, our correspondent 
was not writng from his home state. 
Furthermore, we hasten to assure him 
that we know how he feels, Only the 
Shoptalker can’t laugh at such things. 
Perhaps that’s why the Shoptalker is 
skinny and his “rooter” as round as 
Santa Claus. 


BUY YOUR 


EXTRA 
SAVINGS 


BONDS 
NOW 


175 














COMMITTEE 





ACTIVITIES 














An Annotated Bibliography 


When the sub-committee started the 
compilation of this bibliography almost 
a year ago, its inquiries were met with 
the reply that there was almost nothing 
in print on the subject. As its investi- 
gation proceeded, however, more and 
more material was uncovered, and it 
became apparent that a complete list 
would require for its publication an 
unduly large amount of space, and 
might by its length discourage its use. 
The following sixty-nine items have 
been selected from approximately two 
hundred reviewed. Much good ma- 
terial has necessarily been excluded. 
The sub-committee has listings on the 
excluded items and will be glad to 
make them available to any interested 
member of the Society. 


In making this selection an effort has 
been made to include adequate material 
on topics of timely interest, such as 
current federal tax problems and sell- 
lease transactions. Nothing has been in- 
cluded which is more than eleven years 
old. It has been necessary to exclude 


Auditing 
GOODMAN, MAX 


Insurance Problems in Real Estate Audits 


N.Y.C.P.A., July 1949, p. 432-434 


on Real Estate Accounting 


accounting material not relating solely 
to real estate,—on depreciation, for 
instance, there has been in recent years 
a great volume of literature which is 
not included here. Standard textbooks 
and handbooks on accounting and 
auditing have not been included in 
this list, nor have the frequent refer- 
ences to real estate companies in the 
New York State Tax Clinic appearing 
monthly in The New York Certified 
Public Accountant. 

An attempt has been made to classify 
the included material by subjects but 
as each is listed only once, it should 
be borne in mind that. many of the 
items might appropriately be listed 
under several subjects. 

Within the limitations described, it 
is the hope of the sub-committee that 
this bibliography may be useful to 
those interested in real estate account- 
ing. It is of a tentative nature and sug- 
gestions will be welcome. 


Sub-Committee on Bibliography of the 
Committee on Real Estate Accounting 


Morton GELLER 
Tuomas J. HoGan 
JosEPpH JESPERSEN, Chairman 


Discusses preparation of schedule, adequacy of coverage, status of policies and 


accountant’s responsibility. 


GROVER, RALPH FERSON 
Auditing Problems Affecting Real Estate 
N.Y.C.P.A., June 1940, p. 554-556 


Touches on questions that arise in auditing the accounts of owners or agents. 


HOLMES, ARTHUR W. 


The Auditor’s Duty Regarding Fixed Assets and Capital Accounts on a First Audit of 


an Established Firm 


N.Y.C.P.A., November 1946, p. 603-614 


Sets forth a detailed audit procedure. 
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Committee Activities 


KROHN, THEODORE 
Procedures in Reviewing Portfolio of Mortgage Investments in the Audit of a Savings 
and Loan Association 
N.Y.C.P.A., September 1946, p. 507-509 
Outlines auditing procedures for mortgages receivable. 
ST. JOHN, NEWTON D. 
Consideration of Important Assets of Real Estate Companies 
Accounting Forum, December 1947, p. 12-16 
Points out practical solutions to some auditing difficulties and indicates important 
technical information that may appear in balance sheets. 


SIMON, IRVING L. 
Audit of Mortgages 
N.Y.C.P.A., April 1945, p. 174-176 
Sets forth detailed procedures for the verification of mortgages payable and mort- 
gages receivable. 


Closing Statements 
KAPLAN, SAMUEL 
Standardization of Closing Statements for Real Estate Transactions 
N.Y.C.P.A., October 1948, p. 751-756 
Presents a proposed statement for closing of real estate sales with comprehensive 
schedules of adjustments. 


Cooperative Apartments 
CAMPBELL, ALFRED L. 
Accounting for Cooperative Apartment Buildings 
N.Y.C.P.A., August 1949, p. 496-498 and p. 514 
Discusses budget as basis of assessment, billing, accounts receivable and payable; 
mentions general ledger accounts. 


Developments 
KOLIN, SAMUEL 


Cost Determination for Small Housing Developments 
N.Y.C.P.A., October 1948, p. 744-747 
Contemplating a development of 20 to 100 single-family houses, this article discusses 
costs under four general headings: land, land improvements, construction costs and 
construction overhead. 
ST. JOHN, NEWTON D 
Some Accounting and Tax Problems of Land Development Companies 
N.Y.C.P.A., September 1947, p. 587-590 
Presents a list of data needed by the acocuntant and discusses accounting procedures. 


Federal Income Taxation 
AKRE, CHARLES T., and ELLIS, GEORGE P. 
Federal Income Taxation and Real Estate, the legal and accounting versions. 
National Institute of Real Estate Brokers, 2nd Ed., 1945, 67 pp. Supplement 1948, 8 pp. 


Discusses salient features of income tax law, particularly as they relate to the 
ownership, purchase and sale of real estate; cites cases and court opinions. The 
section on accounting gives examples. An index is included. 


BERGUIDO, CARLOS, JR. 
Rental property as “business” property 
Taxes, February 1947, p. 112-117 
Discussion of tax position of taxpayer not engaged full time in real estate business ; 
review and comment on Fackler decision. 
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BRAUNFELD, FRITZ L. 
Real Estate Losses 
Taxes, September 1945, p. 828-835 
Treats the subject of computing depreciation and gain or loss on the sale of over- 
encumbered property. 
Subject to a Mortgage 
Taxes, May 1946, p. 424-446 
June 1946, p. 557-561 
February 1947, p. 155-161 
Discusses tax features relative to sale or exchange of real estate subject to a 
mortgage. 


COWING, JOHN B. 
Taxation and Accounting Angles of Modernization 
Skyscraper Management, February 1946, p. 8-9 and p. 28 
March 1946, p. 12-13, pp. 29 and 30 
April 1946, pp. 8, 28, and 29 
Discusses allocation of cost to proper accounting periods, stresses need for adequate 
records, and cites pertinent tax cases. 


ENGEL, IRVING M. 

Income Taxes and Real Estate _ . r 
American Bar Assn. Section of Taxation and Practicing Law Institute, 1945, 61 pp.; 
addenda, 1947, 7 pp. 

A comprehensive discussion of current problems in federal taxation affecting real 
estate owners and operators. 

Effects of the Crane Case : 

N. Y. U. Institute on Federal Taxation—1947, p. 379-382 ; a ; 
Detailed review of the Crane case and conclusions regarding the limitation of 
depreciation deductions on mortgaged property. 


FLEISCHMANN, HENRY L. 
Real Estate Accounting vs. Tax Accounting 
N.Y.C.P.A., June 1946, p. 316-319 
Discusses income tax problems of a real estate owner from purchase of property 
to its sale and cites cases. 
The Allowance of Rentals as Tax Deductions 
N.Y.C.P.A., September 1947, p. 591-595 
Discusses whether rentals paid must be reasonable, and what constitutes an equity. 


GLUICK, LEWIS 
How come improvements are not income? 
Taxes, February 1946, p. 159-161 
Review of income tax features of improvements made by lessee. 


LANDMAN, J. H. 
Tax Consquences of Real Estate Transactions 
Real Estate News, November 1946, p. 380-389; also in 
Natl. Ind. Conf. Bd. Business Record, Sept. 1946, p. 378-385 
Discusses capital gains and losses and other income tax aspects of the acquisition or 
disposition of real estate. 
LARKIN, GEORGE J. 
Tax Pitfalls 
Taxes, July 1947, p. 655-659 
Discusses income tax status of real estate taxes at time of closing; payments of 
advance rentals; rental under lease to majority stockholder ; liquidation of corpora- 
tion to save tax. 
LASSER, J: K. 
Check List for Lessors and Lessees 
Taxes, March 1947, p. 140-143 
Lists items of income and expense of lessor and lessee and their status for federal 
income tax purposes. 
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Committee Activities 


LERNER, LOUIS 
When is one a real estate dealer? 
Taxes, July 1946, p. 645-648 
A concise review of law and cases dealing with question as to when a taxpayer is 
a dealer in real estate. 


MEYER, CHARLES 
Income Tax Problems in Realty Transactions 
N.Y.C.P.A., December 1945, p. 647-660; also in 
N.Y. U. Institute on Federal Taxation—1946, p. 462-479 
Discusses tax problems in connection with lessor and lessee; contract of sale for- 
feitures and options; capital gains and losses; demolition and abandonment; involun- 
tary dispositions ; mortgagors and mortgagees. 
Tax Hints for Realty Organizations 
N.Y.C.P.A., May 1947, p. 306-312 
Discusses the income tax treatment of rents, installment sales of realty, mortgage 
foreclosure and leaseholders. ; 


MOREHEAD, CHARLES A. 
Tax Problems in the Operation and Sale of Real Estate 
Taxes, June 1947, p. 513-519 
Importance of tax factors in real estate transactions covering consideration of 
income, estate and gift taxes. 


ROEHNER, EDWARD T. 
Tax Court in error in holding all rental property “used in trade or business” 
Journal of Accountancy, June 1947, p. 477-482 
Tax study, tracing history of depreciation deductions and capital asset clasification 
of real estate, concluding that not all rental property “used in trade or business” 
is entitled to the benefits of Sec. 117 (j) of LR.C 


ROSENBERG, MONTAGUE 
Advance payments in realty transactions; are they security deposits or advance rentals? 
Taxes, March 1946, p. 243-245 
A brief analysis of pertinent decisions of the Tax Court applicable to security 
deposits and advance rentals. 


SEGHERS, PAUL D. 
Accelerated depreciation and the Treasury’s new declining balance method of com- 
putations 


Journal of Accountancy, February 1947, p. 113-116 
Points out disadvantages of the method which permits the use of a depreciation 
rate equal to 150% of the normal straight-line rate applied in declining balance 
method. 


SILVERMAN, NATHANIEL 
Is loss on sale of real property ordinary or long-term capital loss? 
Taxes, December 1946, p. 1154-1157 
Deals with income tax features of real property sales. 


SONKIN, HARRY 
Some income tax problems arising from real estate transactions 
L. R. B. & M. Journal, March 1947, p. 12-16 (published by Lybrand, Ross Brothers 
& linac) 
Discusses and cites cases re sales of rental property, net operating loss carry-over 
or carry-back, who is a dealer, and losses on demolition. 


SUTTER, HARRY B. 
Real estate tax problems 
Taxes, January 1946, p. 59-67 
Deals with income tax law re sale of real estate, computation of gain or loss, 
depreciable property, involuntary conversion, rents, lessee’s improvements, ex- 
penses and capital expenditures, depreciation. 
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The New York Certified Public Accountant ' 
WINSTEN, LOUIS ; 
Real : a wr a ‘ 
N. ¥ P. A., December 1947, p. 796-798, in a panel of experts on year-end tax 


oO 
Discusses income tax accounting on a cash basis, and for personal holding companies. 
5S , > 


Franchise Taxes (New York) 


TUNICK, STANLEY B. Mc 
Some Ane ae ee ri the Real Estate Franchise Tax I 
N. . P. A., February 1947, p. 94-98 
~ aac re highlights of the New York franchise tax on real estate corporations. 
General 
AMERICAN INSTITUTE OF ACCOUNTANTS on 


Accounting for Construction of Building on Leased Land 
Journal of Accountancy, November 1945, p. 396 | I 
A question submitted to the Institute, with three answers giving analysis of the 
accounting and tax problems where lessor contributes to cost of improvements. 
Accounting for a Real Estate Corporation 
Journal of Accountancy, May 1946, p. 426 
A question submitted to the Institute, with two answers giving general considera- 


tion of balance sheet and discussion of mortgages receivable and payable. C 
BROAD, SAMUEL J. 
Property Accounting 
Controller, January 1947, p. 12-15 
This article discusses depreciation, cost or other basic value, fortunate purchase, N 
accounting methods, continuity and consistency. : 


CAMPBELL, ALFRED LISLE 
The anes gg Monthly Report on Building Operations 
Ne, P. March 1946, p. 147-149; also in 
Ni oie Riot Estate Journal, May 1946, p. 28, 36 & 38; and 
Buildings and Building Management, May 1946, p. 26-27 
Describes concisely a type of report and the records and procedures necessary, with 


a suggested classification of disbursements. N 
HIERL, JOSEPH W. 
Some phases of Accounting for Real Estate 
Transcript, January 1946, p. 1, 6-7 (publ. by Harris, Kerr, Forster & Company) 
Factors composing cost of real estate; depreciation comments. 
HOGAN, THOMAS J. Per 
Elements of Real Estate and Construction Costs B 


Y. C. P. A., October 1948, p. 748-750 
Discusses accounting principles relating to costs of construction applicable to both 
real estate companies and industrial expansion. 
U. S. DEPARTMENT OF COMMERCE 
Establishing and operating a real estate and insurance brokerage business Ge 
Real Estate Records, 1946, p. 89-95 

General review of the scope of the business, regulations to be complied with, sample 
operating statistics, getting customers, selling property. 





Machine Accounting 
O'CONNOR, WILLIAM P. 
Experiences with Machine Accounting 
Real Estate Record and Builders’ Guide, April 3, 1943, p. 6-9 
Describes the systems used by three large management agents in New York City. 


JE 
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Committee Activities 


SIDAK, JOSEPH G. 
Property records and depreciation accounting on punched cards 
N. A. C. A. Bulletin, July 1, 1947, Sec. 1, p. 1352-1358 
A brief description of punched cards and related tabulations for items of fixed 
assets or equipment. 


Mortgages 
ELSON, BENJAMIN J. 


What to do about recording mortgages on the balance sheet 
N. Y. C. P. A., June 1940, p. 556-558 
Advocates deducting the mortgage on the asset side of the balance sheet when 
the owner is not “on the bond.” 


Office Buildings 
BEACH, R. B. 


Uniform accounting for office buildings 
Pathfinder Service Bulletin, October 1939, p. 1, 3-8 and January 1948, p. 1-5 
Outlines system developed by National pbs of Building Owners and Man- 
agers, with forms and method of preparing reports. 


CHAN, STEPHEN 
Office ~ Loft Building Accounting and Auditing 
N. Y. C. P. A., September 1947, p. 598 
Skies an audit program in some detail and general accounting suggestions. 


NARBER, F. COLGATE 
Outline of Building Management 
Buildings and Building Management 
Renting office space, December 1944, p. 17-19 
Planning the operating budget, January 1945, p. 28-29 
The first article considers factors in pricing and presents the Sheridan-Karkow 
formula for determining rental values; the second reviews the preparation of a 
budget, with two forms shown. 


NATIONAL ASSOCIATION OF BUILDING OWNERS AND MANAGERS 
Uniform Accounting for Office Buildings 
Buildings and Building Management, June 1945, p. 47-50, and October 1945, p. 41 


Describes the system developed by the association; presents chart of accounts and 
standard operating statement. 


Percentage Leases 
BUILDINGS AND BUILDING MANAGEMENT 
What Percentage for Rent? 
Buildings and Building Management, August 1944, p. 37 
Tabulated presentation of percentages used by three firms for leases of various kinds 
of stores where rent is based on a percentage of sales. 


GOLDSTEIN, DIANA 
Percentage Leases 
N.Y.C.P.A., July 1946, p. 372 
Discusses problems ef the tenant in accounting for percentage leases generally and 
“fixture rent” and alteration allowances. 


JESPERSEN, JOSEPH 
Income from Percentage Leases 
N.Y.C.P.A., September 1947, p. 596-597 
Demers problems of the landlord in accruing store rentals based on percentages 
of sales. 
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McMICHAEL, STANLEY L. 
Leases; Percentage, Short and Long Term 
Prentice-Hall, Inc., 1947, 585 pp. 
Contains much information concerning leases and details regarding specific leases, 
chain stores, related corporate policies, specimen forms, and pertinent provisions 
of state laws. 


Property Taxes 
AMERICAN INSTITUTE OF ACCOUNTANTS 
Real and Personal Property Taxes 
Accounting Research Bulletin No. 10, June 1941 
Presents views of the Committee on Accounting Procedure regarding the date when 
property taxes legally become a liability, related problems of accrual accounting, and 
treatment in financial statements; also contains a tabulation of practices of 500 
corporations in accounting for property taxes. 
DOHR, JAMES L. 
Accrual of Real Property Taxes 
Journal of Accountancy, May 1942, p. 480 
Comment on the Citizens Hotel Company case in which the Circuit Court of Appeals 
upheld the accrual basis used by the taxpayer. 
EDELMANN, CHESTER M. 


When can accrued taxes be allowed as tax deductions? 
Journal of Accountancy, April 1948, p. 328-337 


In this comprehensive discussion the introductory remarks and those on property 
taxes are of particular interest to real estate accountants. 
NATIONAL ASSOCIATION OF COST ACCOUNTANTS 


Accrual of Local Property Taxes 
N.A.C.A. Bulletin, May 1, 1939, Sec. 11, p. 1150-1154 


A question submitted, together with six answers, regarding accrual where the tax- 
payer’s and the municipality’s fiscal years overlap. 


Rent Control 
GELLER, MORTON AND GELLER, BETTY R. 
1949 Housing and Rent Legislation 
N.Y.C.P.A., June 1949, p. 364-369 and 385 
Documented statement of legislation on three levels (Federal, N. Y. State and 
N. Y. City), changes in federal law, and analysis of Form D-106. 
GREEN, PAUL M. 
Accounting under the new regulations 
Journal of Property Management, September 1944, p. 21-28 
The director of accounting, O.P.A., discusses the importance of an adequate account- 


ing basis for actions taken to obtain adjustments under federal rent control 
regulations. 


Sale-Lease Transactions 
AMERICAN INSTITUTE OF ACCOUNTANTS 
Disclosure of Long-Term Leases in Financial Statements of Lessees 
Accounting Research Bulletin No. 38, October 1949 
The Committee on Accounting Procedure discusses what should be disclosed and 
when. 
AUGSBURGER, WILLIAM N. 
“Sell-lease” new source of capital 
American Business, December 1947, p. 8-9 


Gives details of a number of transactions together with comments from both the 
points of view. 
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Committee Activities 


CARY, WILLIAM L. 
Sale and Lease-Back 
Harvard Law Review, November 1948, p. 1-41 
A detailed discussion of the advantages to the company and to the investor of 
corporate financing through the sale and lease-back of property, including business, 
tax and policy considerations. 
GREENBERG, GEORGE A. 
Sell and Lease Transactions 
N.Y.C.P.A., February 1949, p. 98-102 
Discusses purposes of various arrangements, recognition of their importance by 
S.E.C., balance sheet presentation, and income tax problems. 
HARROD, SCOTT ‘ 
len Industrial financing through “own-lease” ;—effect upon the corporate picture 
i Controller, February 1949, p. 61-64 
UC : ‘ P “ ” 
The author explains and illustrates the effect of an “own-lease” arrangement upon 
the financial status of a corporation, and concludes that “in general, debt financing 
is probably better miore times than own-lease, but there is a place for own-lease.” 
KIRCHER, PAUL 
Long-Term Leases and the Balance Sheet 
als Controller, August 1948, pp. 388, 389 
Mentions some recent large transactions in financing under a sell-lease arrangement, 
discusses the various arrangements involved and the need for disclosure. 
MYER, JOHN N. 
Presentation of Long-Term Lease Liabilities in the Balance Sheet 
The Accounting Review, July 1948, pp. 289-295 
Presents reasons for showing long-term lease liabilities on the balance sheet, and a 
| method for doing it. 
WERNTZ, WILLIAM W. 
Buy-build-sell-lease arrangements 
N.Y.C.P.A., April 1949, p. 266-267 
ae) Quotes Earle King on the Securities Exchange Commission’s attitude on various 
sell-lease methods recently widely used. 
Sales of property with a lease back 
N.Y.C.P.A., October 1948, p. 772-773 
} Considers a new species of deficiency from the S.E.C. with respect to sell-lease 
arrangements, and the necessity for and method of disclosure. 
WILSON, JOHN J., JR. 
d Industrial financing through own-lease :—What—Why—How of the Method 
¢ | Controller, February 1949, pp. 60, 76, 78, 80, 82 
The investment manager of an insurance company explains and comments favorably 
upon the “own-lease” arrangement of financing. 


ORD 
: Bank Costs 


(Continued from page 152) 

proaches to the problem, will become to demonstrate that the American way 
more prevalent. This would make of life is the most efficient, the most 
available to financial institutions in- productive, and the fairest to the con- 
creasingly valuable standards of com-  symer. 

parison and efficiency guides. 

| In these days when private enter- 
prise, including the dual banking sys- 
tem, is often placed on the defensive by 


ons 


In the matter of cost finding and cost 
justification, which has not always been 
properly explained to the public, bank- 





advocates of socialization and nationali- 
zation, it is of the greatest importance 
that independent certified public ac- 
countants and bankers work together 
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ers and accountants can see to it that 
the customer not only pays fairly for 
what he gets, but even more important, 
understands what he is paying for. 
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DISTRICT COURT 
SeconD JuprcIAL District 


STATE OF 


MINNESOTA—COUNTY OF 


RAMSEY 





Ciirrorp W. Garpner, C. 
ALRIC ANDERSON, 
WortH Rice, 


PavuL SMITH, 


CALVIN 
IrvING GorLies, FRED KUEPPERS and 
as constituting all the members of a com- 


’ 


Hunt, 


mittee on the Unauthorized and Illegal Practice of the 


Law, 


County Bar 


James L. Conway, 


being a sub-committee of the Committee on Practice 
of the Law of the Ramsey County Bar Association, acting 
for and on behalf of and by authority of the Ramsey 
Association, and for and on behalf of them- 
selves as individual licensed attorneys-at-law, and for and 
on behalf of every other qualified and licensed attorney-at- 
law in the State of Minnesota, the Courts and the Public, 


Conclusions of Law 


Findings of Fact 
} and Order for Judgment 


Plaintiffs, 





Defendant. 








The above entitled matter came on before 
the undersigned, one of the judges of the 
above named Court, at a regular Special Term 


thereof, on December 10, 1948, at the Court 
House, in the City of St. Paul, Ramsey 
County, Minnesota. The Plaintiffs had made 


a Motion to strike’ out certain allegations of 
the Defendant’s Answer upon the grounds and 
for the reasons more specifically set forth in 
the Notice of Motion and Motion which is 
part of the files, records and proceedings 
herein. 

Each of the Plaintiffs, all duly licensed at- 
torneys-at-law in the State of Minnesota, 
appeared in person and were represented on 
the argument and at the trial by the Plaintiff, 
Clifford W. Gardner of St. Paul. The Defend- 
ant was present in Court and was represented 
by the law firm of Bundlie, Kelley, Finley and 
Maun of St. Paul, Mr. Joseph Maun appear- 
ing, presenting the argument and conducting 
the trial. The Minnesota Society of Certified 
Public Accountants appeared as an amicus 
curiae and was represented by the law firm of 
Fowler, Youngquist, Furber Taney and — 
son of Minneapolis, the Honorable G. Aaron 
Youngquist presenting the argument. This 
Society was also represented by the law firm 
of Doherty, Rumble, Butler and Mitchell of 
St. Paul, Mr. Michael Doherty presenting the 
argument. The Minnesota Association of 
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Public Accountants appeared as an amicus 
curiae and was represented by the law firm 
of Best, Flanagan, Rogers, Lewis and 
Simonet of Minneapolis, Mr. Ward D. Lewis 
presenting the argument. The State Associa- 
tion of Public Accountants appeared as an 
amicus curiae and was represented by A. H. 
Markert of St. Paul, its attorney, who pre- 
sented the argument. 

During the arguments on the Motion herein 
referred to, it developed that for the best 
interests of the parties, the convenience of the 
parties, and the convenience of the attorneys 
appearing in the case, it would be provident 
and wise to try all the issues framed by the 
pleadings and determine the whole contro- 
versy on the merits. Upon the concurrent 
motion made on behalf of Plaintiffs and the 
Defendant, the case was transferred to the 
General Term Calendar and the trial of all of 
the issues proceeded and was concluded on 
December 17, 1948. 

The parties to this action having consented 
in open court to the transfer of the case to the 
General Term Calendar and to the jurisdic- 
tion of this Court, both as to the person and 
the subject matter involved, this Court has 
acquired complete jurisdiction of both the 
person and the subject matter involved in 
this action. 

After receiving the testimony in the case, 
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Official Decision and Releases 


considering the arguments of all counsel, both 
oral and upon the briefs submitted, and upon 
all of the files, records and proceedings had 
to date in this action, the Court, being fully 
advised in the premises, makes the following : 


Findings of Fact 
1% 


That the Plaintiffs, Clifford W. Gardner, 
C. Paul Smith, Calvin Hunt, Alric Anderson, 
Irving Gotlieb, Fred Kueppers and Worth 
Rice, are now and at all times herein men- 
tioned were attorneys-at-law, duly licensed 
and authorized to practice their profession in 
all the courts of the State of Minnesota. That 
said Plaintiffs are members of the Ramsey 
County Bar Association and constitute all of 
the members cf the committee known as “The 
Committee on the Unauthorized and Megal 
Practice of the Law,” which committee is a 
sub-committee of the duly constituted “Com- 
mittee on Practice of Law” of the Ramsey 
County Bar Association. That Plaintiff 
Gardner is chairman of said sub-committee 
and Plaintiffs Smith, Hunt, Anderson, Gotlieb 
and Kueppers are members thereof, and 
Plaintiff Rice is the Secretary of said sub- 
committee. 

That the Plaintiffs bring this action as 
members of said sub-committee, acting for 
and on behalf of and by authority of the 
Ramsey County Bar Association. 

The Plaintiffs, in addition thereto, bring 
this action in their individual capacities as 
duly licensed and authorized attorneys-at-law 
in their own behalf and on behalf of every 
other qualified and duly licensed attorney-at- 
law in the State of Minnesota. 

That the Plaintiffs, in addition thereto, 
bring this action in behalf of the public and 
of all the courts of the State of Minnesota. 


TE. 


That now and at all times herein mentioned 
and pursuant to constitutional provisions there 
is organized, ordained and existing a duly con- 
stituted supreme tribunal, commonly called 
the “Supreme Court of Minnesota.” That 
said Supreme Court has among its inherent 
powers the sole and exclusive power, right 
and privilege of saying who shall be licensed 
and permitted to engage in the practice of 
the law in Minnesota. That the right to the 
practice of the law is by sufferance and at the 
will of the Supreme Court of Minnesota and 
may be terminated at any time for either the 
violation of certain laws, the violation of any 
of the Canons of Ethics applying to an in- 
dividual, or for any sufficient cause shown. 
That no other agency, including a duly con- 
stituted Legislature, has either ‘the power or 
right to license anyone to practice or engage 
in the practice of the law in Minnesota. 
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Il. 


That in the year of 1913, the Congress of 
the United States of America, a law making 
body created by the Constitution of the 
United States of America, duly assembled, 
duly qualified and acting in its official capaci- 
ty, did ordain, create, publish and establish 
certain legislation for the purpose of raising 
revenue, commonly referred to as the “Income 
Tax Law.” That said “Income Tax Law,” in 
its fundamental principles, has been declared 
by the United States Supreme Court, a court 
which has been created by the people of the 
United States when they adopted the Consti- 
tution of the United States of America, to be 
a constitutional law and within the power of 
the Congress to ordain, create, publish and 
establish. That constantly since its inception, 
subsequent Congresses of the United States 
of America have, on occasions, repealed cer- 
tain sections of the said “Income Tax Law,” 
and have, on occasions, amended the same in 
numerous details and particulars. That in 
addition to the passing of said basic “Income 
Tax Law,” and the amendments thereto, the 
Congress has duly delegated to the Treasury 
Department, a constitutional department of 
the United States Government, the duty, right 
and privilege of formulating rules and regula- 
tions concerning the said ‘ ‘Income Tax Law. 
That from time to time since its inception, 
various courts, both of the several States and 
of the United States, have interpreted and 
construed the meaning and effect of the sev- 
eral provisions of the said “Income Tax 
Law.” That the Treasury Department has on 
numerous occasions been called upon to inter- 
pret the meaning and has given construction 
to various provisions of the said “Income 
Tax Law.” That the rules and regulations of 
the said Treasury Department, unless vacated 
by a competent Court, have the full force and 
effect of law. That the foregoing situation in 
respect to said law, rules and regulations is 
true now, has existed for a long time in the 
past, and will continue to exist far into the 
distant future. 

IV. 

That in conformance with the mandate 
contained in the said “Income Tax Law,” 
every person in the United States and every 
resident of the United States absent from its 
territorial limits, having an income in excess 
of certain fixed amounts in the law, is re- 
quired at various times to make out a report 
to the Government of the United States con- 
cerning said income, which report is common- 
ly called an “Income Tax Return.” 


Ve: 
That the Defendant is not an attorney-at- 
law and has never been admitted to the 
practice of law in the State of Minnesota, or 


elsewhere, and does not have the necessary 
qualifications to practice law under the Con- 
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stitution, decisions and the Rules of the 


Supreme Court of Minnesota. 
7 


That on the 4th day of March, 1948, and 
for a long time prior ‘thereto and ever since, 
the Defendant has held himself out to the 
public as a duly qualified “Income Tax Ex- 
pert,” specifying himself as being wholly 
qualified to give advice, aid and assistance to 
the public generally in connection with the 
taxpayer’s required duty of making out and 
submitting to the United States of America 
his “Income Tax Return.” That the Defend- 
ant advertises through the medium of news- 
papers, circulars and the like to all and sundry 
that he is qualified and fitted to act as an 
“Income Tax Expert.” 

VIL. 

That the Defendant does not possess and 
have the requisite qualifications, of any kind 
or description, warranting him in holding 
himself out to the public as being an “Income 
Tax Expert,” and on the contrary, possesses 
no qualifications whatever, which could allow 
and permit him to so claim or act. 


MET. 


That no exact or comprehensive definition 
of “ordinary” or “simple” tax returns can be 
enunciated. That in the majority of “The 
Income Tax Returns,” required by law to be 
submitted and filed, the preparation requires 
of the taxpayer only average intelligence, fair 
knowledge of English and arithmetic, plus 
some concentration. 

That in order for a person to aid and assist 
a taxpayer in making out an “Income Tax 
Return” presenting problems properly in the 
field of law alone, or of both law and account- 
ancy, it is mandatory for such a person to 
have and possess the knowledge, training and 
skill found only in the possession of duly 
licensed attorneys- at-law. That the interpre- 
tation of the “Income Tax Law,” the interpre- 
tation of the rules and regulations made 
pursuant to said “Income Tax Law” and the 
interpretation of the decisions of the Tax and 
other Courts of this and other countries, is 
the practice of law and within the exclusive 
field of those licensed to engage therein. 


iD. 

That on or about the 4th day of March, 
1948, the Defendant, without warrant or 
authority in law, and for a cash consideration 
then and there paid to him, wrongfully and 
unlawfully entered into the excluded field of 
the practice of the law by then and there 
giving legal aid and legal advice to a certain 
taxpayer in the following, among other re- 
spects : 

(a) By determining the legal question as 
to whether or not the taxpayer was or was 
not in a partnership enterprise with his wife; 

(b) By determining the legal question as 
to whether or not the taxpayer was entitled 
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to claim his wife as an exemption since the 
taxpayer had never been ceremonially mar- 
ried, though 
marriage status; 


(c) By determining the legal question as | 


to whether or not under the circumstances, 
the taxpayer should file a separate return and 
advise his common-law wife to file a separate 
return; 

(d) By determining the legal question as 
to whether or not certain money spént on 


improvements of buildings in the business | 
enterprise was or was not deductible from | 


his earnings, and : 
(e) By determining the legal question as 
to whether or not a certain produce loss 


maintaining a common-law | 


sustained by frost and subsequent flood was | 


a deductible item. 
. 


That the Defendant did wrongfully, wil- 
fully and unlawfully prepare, make out and 
deliver to a certain person completed forms 
of a United States of America “Income Tax 
Return,” with the intent that such a person 
would not only rely upon the general and 
specific legal advice given to him by the 
Defendant, but would submit and file the said 
return with the proper United States govern- 
mental department and would pay the tax as 
required in such return. 


XI. 

That in order to arrive at a decision on the 
legal propositions heretofore set forth in sub- 
paragraphs (a) to (e) inclusive, of paragraph 
IX herein, it was necessary for the Defendant 
to have recourse to the statutes of the State 
of Minnesota, the decisions of the Supreme 
Court of Minnesota, the “Income Tax Law,” 
the decisions of the Tax Court, the decisions 
of various United States courts covering their 
interpretations of the “Income Tax Law,” 
and the Treasury Department rulings. 

That the Defendant did not possess the 
requisite knowledge, skill and training to 
resolve any of the legal problems set forth in 
sub-paragraphs (a) to (e) inclusive, of para- 
graph IX, herein set forth; nevertheless, the 
Defendant assumed, attempted and pretended 
to answer all of the legal questions herein 
set forth. 

That on numerous occasions, other than 
those mentioned -herein, the Defendant has 
attempted to and is now attempting to resolve 
legal problems and give legal advice for a 
fee, in connection with the “Income Tax 
Law.” That the Defendant threatens to con- 
tinue to invade the field specifically and by 
law reserved to duly licensed attorney-at-law. 


MTT. 

That in engaging in the activities set forth 
and in attempting to perform the services, 
which Defendant undertook to perform, and 
which he threatens to continue to perform, 
unless restrained, the Defendant has gone into 
the business of the practice of the law. That 
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if allowed and permitted to hold himself out 
as qualified to interpret the legality of matters 
in connection with the compiling and complet- 
ing of income tax returns involving questions 
of law alone or of law and accounting com- 
bined, the Defendant will be engaged in activi- 
ties which are in and of themselves inimical 
to the public welfare. 


XITI. 

That, unless restrained, the Defendant will 
continue his regular business of day after day 
soliciting legal business, giving legal advice 
to those employing him, and accepting money 
therefor, all of which is the unauthorized and 
the illegal practice of the law. That the de- 
scribed activities of the Defendant have been 
conducted in open, visible and hostile dis- 
regard of the rights of these Plaintiffs, and 
of the rights of those for whom and in whose 
behalf these Plaintiffs bring this action. 

XIV. 

That the Plaintiffs have no plain, speedy 
or adequate remedy at law to prevent the 
Defendant from engaging in and continuing 
to engage in the activities forbidden him by 
the existing decisions, and rules of the Su- 
preme Court of Minnesota. That if Defendant 
is permitted to continue so to act and to 
engage in such conduct, it will result in ir- 
reparable injury to the Plaintiffs, and to those 
for whose benefit this action is brought. That 
the injury and damage already sustained and 
which will be sustained in the future cannot 
be readily measured or determined in a pe- 
cuniary manner, or compensated for by an 
action in damages. 

XV. 

That the Defendant by assuming to act as 
an attorney-at-law without ever having been 
admitted to the practice of the law has, by 
giving legal advice on the important and 
complex questions presented to him, engaged 
in the unauthor ized and illegal practice of the 
law, and is in contempt of this Court for so 
doing, and should be punished for such 
contempt. 

Conclusions of Law 
ne 

That the Plaintiffs are proper and necessary 
parties to this action and can legally institute 
and maintain the same. 


EE. 

That the Defendant is not an expert on the 
“ ~ , 

Income Tax Law,” and does not possess any 
qualifications authorizing him to so claim. 

III. 

That the Plaintiffs are entitled to an in- 
junction enjoining and restraining the De- 
fendant from holding himself out, directly or 
indirectly, or assuming, using or advertising 
himself as an income tax expert, tax counsel, 
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tax attorney, tax consultant, or by any equi- 
valent designation. 
IV. 

That the Defendant is not an attorney-at- 
law and has never been admitted to the 
practice of the law in the State of Minnesota, 
or elsewhere, but has been unlawfully practic- 
ing in law or assuming to practice law. 

V. 

That the Plaintiffs are entitled to an in- 
junction enjoining and _ restraining the 
Defendant from practicing or assuming to 
practice law in any manner, and in particular 
from engaging in the giving of legal opinions 
or advice in relation to tax laws or in con- 
nection with the preparing, the assisting in 
preparing, the making out or the assisting in 
the making out of tax returns, and in render- 
ing legal services in respect thereto, whether 
for a fee or charge therefor or not. 

VI. 

That the Defendant in unlawfully practicing 
in law or assuming to practice law is in 
contempt of this Court. That for such con- 
tempt the Defendant, James L. Conway, is 
fined the sum of Fifty ($50.00) Dollars and 
is directed to pay the fine to the Clerk of this 
Court on or before ten (10) days from the 
service upon the Defendant and upon his 
attorneys of record of a certified copy of 
these Findings of Fact, Conclusions of Law 
and Order for Judgment, with written notice 
of the filing of the same. 


Let JUDGMENT BE ENTERED ACCORDINGLY. 


Albin S. Pearson 
District Judge. 


(signed) 


Stay of forty (40) days granted. 


Dated at St. Paul, Minnesota, 
this 23 day of January, 1950. 


Memorandum 


Among the exhaustive briefs three have 
been submitted by organizations as Amici 
Curiae. One is on behalf of the Minnesota 
Society of Certified Public Accountants whose 
members have been certified under M.S.A. 
326.17-23. The second is on behalf of the 
Minnesota Association of Public Accountants 
whose members are engaged in public ac- 
counting on a full time basis. The third is 
on behalf of the State Association of Public 
Accountants whose membership requirements 
I do not know. Some of the matters dis- 
cussed in those briefs are not strictly germane 
to the issues in this case because 


“Tt is the duty of this court so to regulate 
the practice of law and to restrain such 
practice by laymen in a common sense way 
in order to protect primarily the interest 
of the public and not to hamper and burden 
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such interest with impractical technical 
restraints no matter how well supported 
such restraint may be from the viewpoint 
of pure logic.” Cowern v. Nelson, 207 
Minn. 642, 290 NoW. 795; 


and any rule requiring every Federal Income 
Tax Return to be prepared by a licensed 
attorney and counselor-at-law would be im- 
practicable. Also, no exact and comprehensive 
definition of “practice of law’ nor of an 
“ordinary” or “simple” tax return can be 
enunciated ; and whenever definition is given, 
it must be limited by application to the facts 
of a particular case. Most likely, in the 
overwhelming majority of returns the prep- 
aration requires of the taxpayer only aver- 
age intelligence, fair knowledge of English 
and arithmetic, plus some concentration and 
patience. The fact that many taxpayers do 
not possess all of those attributes and some 
have none and therefore must have the advice 
of others does not make the rendition of such 
advice the practice of either law or account- 
ancy. 

Beyond that class of returns which I desig- 
nate as “the more numerous”, and not as 
“simple” are three classes presenting prob- 
lems properly in the field of (1) law only 
(2) accountancy only and (3) both law and 
accountancy. While there is no such express 
admission in any brief, my analysis leads me 
to conclude (1) that in no brief is it claimed 
that the acts of the Defendant fall into the 
class referred to as “the more numerous”, 
(2) that the Plaintiffs’ claim that while the 
acts of the Defendant included the preparation 
of a return which was a “reckoning” or 
“calculation” or “rendition of account”, he 
was not in the field of accountancy for his 
accounting was merely a vehicle through or 
on which he carried on work which was in 
the field of law only, and (3) while the 
Defendant does claim that the return was 
a “simple” one, his basic claim, as well as 
that of each Amicus Curiae is that the prepa- 
ration of the return falls within class 3 above. 
the field of both law and accounting and that 
the Defendant's acts in the field of law were 
proper because incidental to the accounting. 

I disagree with the brcad claim of the 
Minnesota Society of Certified Public Ac- 
countants as applied to the facts here that 

“the making of income tax returns and 

giving advice on tax laws and regulations 

in connection therewith does not constitute 
the unauthorized practice of law,’ 


although I agree with a great deal of what 
is said in its brief, especially that in business 
problems involving questions of accountancy 
and of law it is advantageous generally and 
absolutely necessary sometimes to engage 
both an accountant and a lawyer, to let them 
adjust the division of effort and responsibility 
so as to obtain the benefit of each practi- 
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tioner’s skill and judgment as regards matters 
within his grasp. Also I disagree with the 
claim of the Minnesota Association of Public 
Accountants that 


“the preparation of an income tax return 
and decision of the various problems in- 
cidental thereto is an accountant’s task,” 


unlesss the word “return” refers only to one 
of “the more numerous” kind, or to one in 
the field of accountancy only. And I see no 
basis whatever for the claim of the State 


Association of Public Accountants that 


“it must be recognized that to one having 
the qualifications of an accountant all tax 
returns are likely to be relatively simple. 
* * * Tt would seem that where in a tax 
case you have gotten beyond the filing of 
the return and the explanation of it, the 
conference and the informal hearing, and 
when you come to where a record is to 
be made which may be used in an appeal 
to the courts that then the lawyer should 
be consulted,” 


because I have read no case which does not 
assume that the practice of law includes the 
giving of advice even though no appearance 
in court is necessary, desired, or contem- 
plated. 

Most of the foregoing is really immaterial 
to the issues in the case at bar. Notwith- 
standing that, it is submitted in ‘grateful 
acknowledgment of the kind offer of help by 
the way of fine briefs presented on behalf 
of a great, though new, profession which has 
standards not wholly unlike those of the 
older legal profession. As I see it, the issue 
before me is not whether an accountant may 
or may not legally prepare a return. Because 
in each brief and in this memorandum that 
issue and the Bercu case have been considered, 
I may, perhaps with no impropriety, say that 
my views coincide with what is said in the 


Bereu opinion and the following comment 
thereon in 33 Minnesota Law Review, at 
445: 


‘Although courts uniformly hold that prep- 
aration of tax returns by laymen is not 
‘practice of law,’ they are careful to limit 
their decisions to the particular returns 


considered. Thus, while the layman can 
prepare a return of ‘the least difficult 
kind,’ he must stop when a_ doubttu! 


question arises requiring construction of 
a statute or consideration of a decision. 
In the course of preparing a tax return, 
the accountant’s client often requests ad- 
The nature of the request seems to 


vice. 
determine whether or not the advice is 
permissible. If the accountant, having all 


the facts before him, gives advice on the 
necessity of filing a return, or conveys in- 
formation describing tax laws and methods 
of making tax returns, he is not practicing 
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law. However, if the advice is given not 
incidental to the preparation of a return, 
whether in regard to certain tax deductions, 
as in the instant case, or to a statutory 
interpretation permitting certain refunds, 
it is unauthorized practice of law. * * * 
Lawyers and accountants concede that in 
the field of taxation the line of demarca- 
tion between the two professions is difficult 
to draw,” 


except that I disagree with the following 
sweeping language in the last sentence oi 
that comment: 


3ut, in effect, the line has been drawn 
with respect to the preparation of tax re- 
turns and the appearance of accountants 
before tax commissioners in efforts to se- 
cure refunds for their clients.” 


because, as stated above, the practice of law 
includes the giving of advice respecting the 
construction and application of statutes and 
decisions even though no appearance before 
a formal tribunal is necessary, desired, or 
even contemplated. It seems to me that no 
“line has been drawn” and that none can be 
except in each case when presented and then 
only as respects the facts in such case. 
The evidence shows that the Defendant 
held himself out to, and for a monetary re- 
ward actually did, advise as to whether or 
not a common law marriage and a partner- 


ship existed and as to whether or not the 
cost of a heating plant and of a roof, and 
damage to crops were deductible. In my judg- 
ment, this constitutes unauthorized practice of 
law. It seems also clear that the Court not 
only has the power, but for the protection of 
the public, it is compelled to punish a person 
not licensed to practice law for dispensing 
legal advice on such important and complex 
questions. In this case, the Defendant’s 
qualifications are based upon an eighth grade 
education, selling insurance, operating a col- 
lection agency, managing a hardware store 
and doing other dissimilar work in no way 
whatever relating to law or law education, 
training or experience. For three years he 
was employed in the office of the Collector 
of Internal Revenue and undoubtedly became 
proficient in the purely clerical or routine 
aspect of tax returns. Whatever he did in 
any of these activities could not possibly 
give him the necessary training in the funda- 
mental principles, history, development, and 
application of law in general or in any of 
its branches in which he gave advice for a 
professional fee. For more than a hundred 
years it has been almost universally con- 
sidered that training, comparable with his, 
is an insufficient basis to enable a person to 
construe statutes, decisions, and legal docu- 
ments without grave risk of harm to persons 
advised by him. 
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(signed) Albin S. Pearson J. 
enough! 
FOR ALL 
(RED FEATHER SERVICES 
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Credit Management Year Book 
(Volume 15) 


Published by MANAGEMENT 
DIvISION OF THE NATIONAL RetTatL Dry 
Goops AssoctaTION, NEw York, N. Y., 
1949. Pages: 448; $6.00 members ; $10.00 


non-members. 


The new 1949 edition of the Credit Man- 
agement Year Book, just published, is avail- 
able for distribution. Mr. A. Leonidas Trotta, 
manager and research director of the Credit 
Management Division of the National Retail 
Dry Goods Association, who edited the book, 
has compiled within its 35 chapters the views 
of 86 experts on every phase of retail credit. 

Far from being “just another credit book,” 
the current issue of Credit Management con- 
tains many new and stimulating ideas on the 
all important topic of 1950 retail credit. Up- 
to-date information about successful plans to 
increase credit sales by proper credit sales 
promotion techniques, effective methods of 
expense control, and the ever-present prob- 
lems of collections are discussed. 

Considerable space is devoted to branch 
store credit procedure, a timely and new 
topic. Presented in detail is a valuable re- 
port of the first complete clinic of branch 
store operation and the results of a survey 
on this subject. 


THE CREDIT 


Other ever-present problems of the Retail 
Credit Department are covered, including 
Retail Credit Management, Installment 
Credit, and Credit Bureau Relations. They 


are given their full share of space, to enable 
the credit man to face the very important 
year of 1950, with the thorough knowledge 
of the experiences and “know how” of credit 
men who have solved some of these problems 
in 1949, 

The year 1950 looms ahead as a crucial 
one for the retail store both large and small, 
and a recent survey indicates that manage- 
ment is going to try to attain two definite 
goals in the credit division. One, greater ex- 
pense control and, two, more sales volume. 

Numerous chapters of the 1950 year book 
demonstrate in a very stimulating way how 
the credit department, by utilizing its credit 
services, can make them an exceedingly con- 
structive force in increasing sales volume in 
a period when business is hard to get. The 
importance of this in the forthcoming year 
should not be overlooked, but to be successful 
this promotion must be well planned. 

Expense control, especially in the credit 
department will unquestionably be of major 
importance in 1950, and the current issue of 
the year book covers this thoroughly, by hav- 
ing experts discuss job analysis in the credit 
department, production figures, and how to 
plan and control an expense budget. 

Of invaluable help is a complete section 
devoted to collection problems and, in addi- 
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tion, there is a reproduction of collection let- 
ters of proved effectiveness and a chapter on 
how to improve your present collection 
letters. 

Mr. Trotta has again come forth with a 
book that has hit the bull’s-eye. Now, as 
never before, this book is a must, and its 
complete coverage of small and large store 
operations will prove to be a tremendous help 
to credit managers and accountants in arriv- 
ing at solutions to the problems discussed. 

ALBERT S. KLECKNER 
Ine. 
INO: 


Namm’s, 
3rooklyn, 


Accounting & Tax Problems in the Fifties 


Technical Papers from the Sixty-Second 
Annual Meeting of the American Institute 
of Accountants (Los Angeles, California; 
October 31-November 3, 1949), AMERICAN 


INSTITUTE OF ACCOUNTANTS, New York, 
N. Y., 1950. Pages: 110; $1 
Twelve technical papers, including five on 


various aspects of federal taxation, comprise 
this year’s collection. The titles and authors 
names are as follows: 

Audits for 


Investigative Procedures in 


Embezzlement 


—Leonard B. Johnson, CPA 

Auditing Inventories and Receivables of 
Smaller Clients 

—Clifford V. Heimbucher, CPA 


What Are Adequate Financial Statements 
for Credit Purposes? : 
, Ii. Johnson 
Significance to Accountants of Changes in 
Government ewes : 
—Norris Poulson, CPA 


The Hoover Commission and Economy in 
Federal Government bs 
—John W. Hanes 


Some Trends in the Interpretation of Busi- 
ness Profits ap 
—Neil H. Jacoby 
Study Group on Concept and Terminology 
of Business Income J 
—George O. May, CPA 


Tax Settlement Procedures—General Con- 


siderations : Ep 
—NMeark E. Richardson, CPA 
Tax Settlement Procedures from a Legal 
Point of View 
—Charles D. 


Tax Settlement Procedures—ifrom the 
Government Point of View 
—Aubrey R. Marrs 
A Review of Some Recent Tax Decisions 
and Rulings 


Hamel 


—Russell S. Bock, CPA 
Problems in the Determination of Taxable 


Income : 
M. Jensen, CPA 


y! Larch 


—IlVallace 
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Better start 
doing this to part of 
your money 







You KNow how money is! 






Today it’s in your hand, and the 
next day it isn’t! 

A lot of people, however, have 
found an excellent way to make cer- 
tain they will have money when they 
need it most. 


They salt away part of their pay each 
week in U.S. Savings Bonds through 
the Payroll Savings Plan where they 
work. 

They know that saving this way 
assures them of the money fora down 
payment on a new home...a new 
car...or retirement when the time 
comes. 

Furthermore, in ten years they get 
back $4 for every $3 invested in 
U.S. Savings Bonds. 


Why don’t YOU start saving money 
regularly and automatically where 
you work, or at your bank through 
the Bond-A-Month Plan? 


































vi _ Automatic saving is 
— sure saving — 
ao U.S. Savings Bonds 








(x) Contributed by this magazine in co-operation with the Magazine Publishers of America as a public service. 
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ut Business Taxes to the Legal Limit 


with), K. LASSER'S 


This BRAND-NEW 1950 Handbook Covers EVERY Business Tax 


Alternative, Election, Option and Pitfall. Includes 


Thousands of Methods To Increase NET Profits AFTER Taxes! 


OW, J. K. Lasser makes it almost IMPOSSIBLE for you to 
overlook any business tax-saving opportunity. Just one of the 
thousands of approved tax-saving methods and ideas in his new 
“Business Tax Handbook” can easily save your clients or employers 
hundreds of dollars. MOST IMPORTANT, his book gives you a 
tax-wise YEAR ROUND plan to increase NET profits AFTER 


taxes on every dollar in every business transaction! 


Answers EVERY Tax Question — Covers ALL Situations 


This BIG 832-page book places at your fingertips the pro- 
fessional tax-saving secrets of the country’s top tax counselor! 
It shows the Accountant, Treasurer, Comptroller, Business 
Man, and Financial Advisor how to elect the Jegal alterna- 
tive that is MOST economical in every business transaction. 
Tells how to avoid costly errors and legal penalties; guides 
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Read What Professional 
Users Say About This Book: 


“A valuable addition to the li- 
brary of the professional tax ad- 


visor; for reference either on a 
problem known to exist or a 
transaction contemplated. The 


business man too will gain from it 
a better understanding of his tax 
problems.”’ — Leslie Mills, CPA, 
Chairman of Federal Tax Com- 
mittee, N. Y. State Society of 
Certified Public Accountants. 

“I keep it on my desk con- 
stantly as a source of reference 

. no business man or tax prac- 
titioner should be without it. It 
points out succinctly the tax alter- 
natives and how to avoid pitfalls.”’ 

Martin Atlas, Tax Counsel. 

“It is an indispensable key to 
legitimate methods of meeting 
and beating competition through 
sound business planning.’’—Jack 
R. Miller, Chairman, Committee 
on Tax Problems of Farmers, 
American Bar Association. 

“An extremely useful tool for 
the busy taxman. It is well organ- 
ized and enables the user to run 
down the salient points of an issue 
very quickly.’-—Robert S. Holz- 
man, Schenley Industries, Inc. 

















832 Pages 
of Money- 
Saving Tax 
Guidance 
you past the pitfalls that Thumb 
cost good tax dollars. Shows Indexed for 
how to take full advantage ick 
of costs, losses, repairs, de- Quick and 
preciation, salaries, etc. How Easy Use! 
to set up the best accounting 
and bookkeeping methods 
for every type of business. Con- 
venient thumb index leads you in- - SS a 


stantly to the solutions to every 
tax problem. Whether your oper- 
ations cover the small proprietor- 
ship, middle - sized partnership, 
large corporation—or any combi- 
nation of these—this book will 
show you how to cut-to-the-bone 
the largest single cost of doing 
business today—TAXES! 


Examine it 10 Days 


Mail coupon without money 
(unless you prefer to remit now 
and save postage costs.) The book 
will be sent to you C.O.D. If, 
after 10 days’ examination, Las- 
ser’s “Business Tax Handbook” 
does not convince you that it will 
save many times its low cost, 
speed up and simplify your work, 
just return it and your $5.00 will 
be refunded. Mail coupon NOW 
to Simon and Schuster, Inc., Tax 
Dept., 130, 1230 Sixth Avenue, 
New York 20, N. Y. 


Simon and Schuster, Inc., Tax Dept. 139 
1230 Sixth Avenue, New York 20, N. Y. 


Please send me............ copies of J. K. 
Lasser’s new 1950 ‘Business Tax 
Handbook’’. I will pay postman $5 for 
each copy, plus delivery charges. If I 
am not convinced that the book(s) 
can save many times that amount in 
business taxes and be useful in my 
work throughout the year, I may re- 
turn the book(s) within 10 days for 


refund. 

PROUD i cscsscecscciccescscvscoracetsccsetentudbqeasmnreaateanel 
Please Print Plainly 

TPT oaceisessssseccerisestssnessitepmmnseaieioaeeaas 

GNOBS: | sisiescscsssiccassiqictiseessaaceuennnelel 

MI a isscscvexexiceucaneccuctaoneemsodel State.........cc00- 


SAVE POSTAGE — Check here if you 
prefer to remit in full WITH this 
coupon. Then WE will prepay all delivery 
charges. Same 10 day Refund Privilege. 
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SoME ofFFicrs all but call out the Marines 
to do it. 

Never an easy job. tabulating is some- 
times made a bigger, noisier. costlier chore 
than it need be. 

Large and complex machines that re- 
quire specially trained personnel are fine 
for some jobs. But they hike overhead fast 
unless used constantly. 

Inexpensive, fiexible McBee methods 
and machines enable your present person- 
nel to pitch in on all kinds of jobs. 

And unlike any machine, your present 








2 DAD 


LNQUBANDS 





i 
WY “Theyre just digging up some figures Jor us” 


TESS Lada ai 





personnel knows your business, your cus- 
tomers, your policies, your problems. 

With McBee Keysort, your present per- 
sonnel can do many of the things that big 
machines can do... and do them with less 
fuss, less noise . .. quickly and accurately. 

For rigid control of all phases of in- 
ventory, for example, leading executives 
in almost every kind of business are re- 
lying more and more on McBee to save 
them time, money, work and worry. 

There’s a McBee man near you. Ask him 
to drop in. Or write us. 
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‘along the edges make this card me- 
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O- . easy to collect a wealth of data .. .. 
oe classify it... file it... find it. 
F use.it ... quickly and accurately. 











Sj] moon tort THE MeBEE. COMPANY. 


O* | chanically articulate. They make it . 





Sole Manufacturer of Keysort, 
The Marginally Punched Card. 
|. 295 Madison Ave., New York. Offices in 
principal cities. McBee Co., Efd., 310 
Spadina Aye, Toronto 2B, Ont., Can. _. 
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Accounting Systems 


By Oscar S. Nelson, Ph.D. and Arthur D. 
Maxwell, C.P.A. Ricuarp D. Irw1n, INc., 
Chicago, Illinois, 1950. Pages: xv + 699; 
$6.00. 

This book is essentially an integrated de- 
scription of accounting systems of a series 
of enterprises. Of a total of 35 chapters, only 
the first three treat of accounting systems, 
design and installation in general. The re- 
mainder of the volume deals with the “nature, 
organization and accounting problems” and 
the accounting systems of eight specific types 
of undertakings. These were selected for 
their value in illustrating solution of account- 
ing problems of some general applicability. 

The following eight types of enterprises 
are analyzed: 

1. Savings and loan associations. Their 
problems “revolve around the receipt 
and disbursement of cash.” An inci- 
dental, but important element in its gen- 
eral applicability, is the computation of 
dividends. 

2. A fire insurance company, study of 
which offers opportunity for drills in 
periodic adjustments. 

3. Banks. While their accounting problems 
are related to the receipt and disburse- 
ment of cash, the variety of functions 
of banks commonly require departmen- 
talized organizations. Internal check is 
also a significant feature. 

4. Stock brokerage houses, with emphasis 
on the dual system of accounts required; 
for cash and for securities. This serves 
as another step in the transition from 
the system in which the cash book pre- 
dominates to more complex accounting 
systems. 

5. A department store. Stress here is on 
the handling and control of merchandise 
and the problems of expense classifica- 
tion and distribution. 

6. A manufactured gas company, to repre- 

sent both a public utility and a manu- 

facturing enterprise. Cost accounting 
problems are omitted with the thought 
that they usually furnish the basis for 

a special course. 

Steam railroads. They are public util- 

ities but differ from a gas company in 

that they are connected with transporta- 
tion and operate over very much wider 
areas. 

8. A municipality, as representative of gov- 
ernmental units with their own special- 
ized type of accounting. 

(Continued on page 198) 
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BUSINESS AND PERSONNEL 
OPPORTUNITIES 


BUSINESS OPPORTUNITIES 





Mail and Telephone Service: Desk provided 
for interviewing. $5.00 per month. Directory 
Listing. Modern Business Service, 505 Fifth 
Avenue, New York (42nd Street). 





iciiieietiiasiiiiiies ae Prices 

Opportunity for Office Equipment 
Salesmen 
World famous Calculating and Adding Ma- 
chines, made in Sweden, superior in design 
and performance, now offered at drastically 
the prices. Available from stock. If 
interested in promoting these machines, write 
Room 501, 210 Fifth Avenue, New York 10, 
N.Y. 





Practice Wanted 

C.P.A., Society member ; many years reputa- 
ble practice; desires to purchase moderate 
accounting practice or individual accounts. 
Box 248, New York C.P.A. 

Certified firm, substantial practice, over 20 
years experience; will purchase practice or 
individual accounts. Replies confidential: Box 
244, New York C.P.A. 








For Sale 
ELECTRIC TYPEWRITER: I.B.M. 29” 
platen, 335 spaces, serial number 151-113723. 
On metal stand with casters. Excellent con- 
dition. Reasonable. Box 247, New York 


CPsA. 





SITUATIONS WANTED 





C.P.A., 36, Society member, thoroughly ex- 
perienced in industrial and public accounting. 
Presently top senior national firm; seeks con- 
nection leading to partnership; investment 


considered. Box 245, New York C.P.A. 





C.P.A., 1934; LL.B. 1937; responsible diver- 
sified experience; desires association with 
busy accountant; objective partnership or 
other arrangement. Box 246, New York 


CIBA: 





Society member, C.P.A. since 1937, available 
full or part time, excellent experience : audits, 
taxes, special investigations, cost and produc- 
tion control, systems installations. Also woulll 
accept position as Office Manager or Con- 
troller. Will travel or relocate. Box 249, 
New York C.P.A. 
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*Put this efficient machine on your payro'l for as little 





as $65 down, the balance in convenient payments. 


Now Small Businesses can Afford 
Machine Accounting... 


. with this new Low-Price 


UNDERWOOD SUNDSTRAND Portable Posting Machine 


At last, small businesses can have the machine 
they've been looking for... at a price they can 
afford to pay. You’ll be amazed at the variety and 
amount of work this new posting machine will do! 

You'll use this latest member of the famous 
Underwood Sundstrand family to post Accounts 
Receivable... Accounts Payable ... General Ledger 

. Inventory ... Payroll. You'll use it to extend 
t verify invoices, calculate discounts, figure per- 
centages .. . and many other jobs involving addition, 
subtraction, multiplication, and division. 

And what simplicity! There are only ten numeral 
keys, grouped under the finger tips of one hand. 


Underwood Corporation 


Accounting Machines .. . Adding Machines... 
Typewriters ... Carbon Paper .. . Ribbons 
Cne Park Avenue New York 16, N. Y. 
Underwood Limited, 135 Victoria St., 
Toronto 1, Canada 
Sales and Service Everywhere 


When writing to advertisers kindly mention THe New York Certiricp Pustic ACCOUNTANT. 


Your present office workers develop a fast “touch” 
method after just a few minutes’ practice. As a re- 
sult, heavy work-days and month-end peak loads are 
quickly elirfinated. You save time and money and 
get printed proof of accuracy at every step of every 
posting operation. 

See this new, low-cost multi-purpose machine at 
your nearest Underwood office, or phone for a dem- 
onstration in your office. Meantime mail the coupon 
for illustrated folder today! 





UNDERWOOD CORPORATION 
One Park Avenue, New York 16, N. Y. 
Please send me new illustrated folder describing 


the New Underwood Sundstrand Portable Post- 
ing Machine. 
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UP 1 20% SAVINGS 


FOR YOU AND YOUR CLIENTS 
ON 


AUTO & TRUCK INSURANCE 


V savings in advance! 
V non-assessable mutual! 


V rated A+ by “Bests” 


Call or Write for Quotation 


MARTIN BERNSTEIN accent 
23 W. 45th St., New York, N.Y. 
LUxemburg 2-1930 Ext. 610 


FARM BUREAU MUTUAL AUTO INS. CO. 
HOME OFFICE COLUMBUS, OHIO 











specializing in the employment requirements 
of the public accountant and his clients 


ROBERT HALF 


personnel agencies 


25-15 bridge plaza n. 
long island city 


new york city 
stillwell 6-5707 


140 w. 42 street 
longacre 4-3834 


directed by a certified public accountant 
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Made by qualified experts in all lines 


STANDARD APPRAISAL COMPANY 














Book Reviews 
(Continued from page 196) 
Each kind of undertaking has been quite 


thoroughly treated in terms of its nature, ac- 
counting problems, account classification, 


books, forms and procedures. There is also | 


considerable exercise material. The exercises 
are designed, however, to develop an under- 
standing of the account relationships in the 
given enterprise; that is, the exercises call 
for journal entries, statements, schedules, or 
computations. Except for several exercises 
in the third chapter, there does not appear to 
be any which call for such matters as prepar- 
ing a classification of accounts or designing 
a form or planning a schedule of office opera- 
tions. 

The authors indicate two possible ap- 
proaches in a course on accounting systems: 
the constructive, wherein one considers the 
steps to be taken in designing and installing 
a system and the underlying reasons; and 
the analytical, in which one works toward an 
understanding of systems in actual use and 
the manner in which these systems provide 
solutions for the accounting problems of the 
specific enterprises. Both approaches are em- 
ployed, according to the authors. The em- 
phasis, however, in the opinion of the re- 
viewer, is on the analytical. 

“Accounting Systems” is a well-designed 
course text; it would also serve as a valuable 
addition to a practitioner’s reference library. 


DANIEL LIPSKY 


3rooklyn College 
Brooklyn, New York 


Proceedings of New York University 
Eighth Annual Institute on Federal 
Taxation (November 9-18, 1949) 


Paul A. McGhee, Dean, Division of Gen- 
eral Education, and J. K. Lasser, Chair- 
man, Institute on Federal Taxation. 
MatrHew Benper & Company, Inc., Al- 
bany and New York City, N. Y., 1950. 
Pages: xviii + 1361; $22.50. 

The volume contains most of the papers 
presented at New York University’s Eighth 
Annual Institute on Federal Taxation. The 
oral presentations have been expanded to full 
length papers and have been supplemented by 
the addition of copious footnotes, references 
and citations. This yearbook of the best 
thinking and research on tax problems of 
current importance contains 124 articles 
grouped under the following headings: 

Intercorporate Operations—Tax Problems 

Arising in the Dealings Between a Par- 
ent and its Subsidiaries, Related Com- 
panies, etc. 


(Continued on page 228) 
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! YOUR CLIENTS MAY 
| APPRECIATE GETTING 
‘THIS INFORMATION 


| CORPORATION OFFICIALS frequently 
face the problem of investing surplus funds, 
reserve funds, trustee funds, funds for de- 
preciation, reserves for taxes, etc. They 
look for: 1. security of principal—2. avail- 
ability—3. reasonable return. 


YOU'LL FIND ALL 3 in a Corporate 
Fund Account at NINTH FEDERAL. 
Each Company is insured up to 
$5,000 by Federal Savings And 

oan Insurance Corporation. Sav- 
ings dividend rate has never been 
less than 2% per year, credited 
semi-annually. To conserve sav- 
ings dividends upon funds with- 
drawn before end of dividend pe- 
riod, passbook loans are available. 


FOR FURTHER INFORMATION, 


ask for Folder CP-1. Phone or write 
Edgar R. Tostevin, Treasurer. 


NINTH FEDERAL SAVINGS & LOAN ASS’N 


1457 BROADWAY ¢ TIMES SQUARE °* 587 7th AVENUE 
WIsconsin 7-9120 ° Open Monday-Thursday to 3; Friday to 6 





TOO LITTLE 


be lacking. 





aud “Joo Late! 


e Your clients’ Insurance Programs need to be thoroughly sound, 


otherwise the full protection necessary at the time of a loss may 


Are they insured in the right companies, is coverage adequate 
and reasonable in cost — the answers to these important questions 


are clearly defined in a Jamison Insurance Audit. 


HERBERT L. JAMISON & CO. 


Insurance Survey, Audit and Advisory Service 
55 WILLIAM STREET, NEW YORK 5 











195 0 When writing to advertisers kindly mention Tue New York Certiriep Pustic AccouNTANT. 199 





Be 


r 


*Get this FREE 
20-page booklet fro 
your local 


Here’s one operating cost you can do something about! The 
day you install a National Mechanized Accounting System, 
overtime and clerical costs start to go down. Employee 
efficiency and production start to go up! 

On some jobs National Accounting Machines do as much 
as two-thirds of the posting automatically! Absolute accuracy 
eliminates all computing errors. Ease of operation, plus 
getting work done on time, improves employee relations. 

National Mechanized Accounting quickly pays for itself 
often within a year! See for yourself what the saving power 
of National’s exclusive combination of advantages can do for 
your business. Your local National representative will gladly ACCOUNTING MACHINES 
show you. Call him today! 


THE NATIONAL CASH REGISTER COMPANY bi 


representative, or 
write to the Compa 
at Dayton 9, Ohio 


fd 
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